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FENNEMORE CRAIG 
A PROPESSIONAL COR?OBATIOH 

PHOKNlX 

I. 

Q. 
A. 

Q. 
A. 

Q- 

A. 

Q. 

A. 

11. 

Q. 
A. 

INTRODUCTION AND OUALIFICATION 

PLEASE STATE YOUR NAME AND ADDRESS. 

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive, 

Phoenix, Arizona 85029. 

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING? 

I am testiflmg on behalf of Lago Del Oro Water Company’s (“LDO or “the 

Company”). My direct testimony was filed in support of the Company’s 

application for new rates. One volume addressed rate base, income statement and 

rate design, and the other addressed cost of capital. 

HAVE YOU ALSO PREPARED REBUTTAL TESTIMONY ON RATE 

BASE ISSUES IN THIS DOCKET? 

Yes, my rebuttal testimony on rate base, income statement, revenue requiremen 

and rate design is being filed in a separate volume concurrently with this testimony 

In this volume, I present my cost of capital rebuttal testimony. 

WHAT IS THE PURPOSE OF THIS PORTION OF YOUR REBUTTAI 

TESTIMONY? 

I will provide updates of my cost of capital analysis and recommended rate o 

return using more recent fmancial data. I also will provide rebuttal responses a! 

appropriate to the direct testimony of Staff witness Mr. John Cassidy 

SUMMARY OF REBUTTAL TESTIMONY AND THE PROPOSED COS? 
OF CAPITAL FOR THE COMPANY 

A. Summarv of ComDany’s Rebuttal Recommendation 

WHAT IS YOUR RECOMMENDED COST OF CAPITAL? 

Based on my updated cost of capital analysis, I am continuing to recommend a cos 

of equity of 10.5 percent. The Company is adopting Staffs recommended cost o 

debt of 4.6 percent and capital structure consisting of 29 percent debt anc 

1 
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FENNEMORE CRAIG 
A PROpBSSIOtlAL CORPOPATION 

PllOBNlX 

Q. 

A. 

71 percent common equity. Based on the foregoing, the Company’s weighted 

average cost of capital (“WACC”) is 8.79 percent, as shown on Rebuttal Schedule 

D-1. 

Capital Structure Cost 
cost 

Equity 7 1 .OO% 10.50% 7.46% 

Debt 29.00% 4.60% 1.33% 

Total 100.00% 8.79% 

HAS THE INDICATED RETURN ON EQUITY CHANGED SINCE THE 

DIRECT FILING WAS MADE? 

Yes, it is somewhat higher. In my direct testimony, the mid-point of my cost ol 

equity estimates was 9.9 percent.’ The mid-point of my rebuttal cost of equig 

results is 10.2 percent. The table below summarizes the results of my updatec 

analysis: 

Method 

Range DCF Constant Growth Estimates 

Range of CAPM Estimates 

Range of Build Up Method 

Average of DCF and CAPM midpoint 

estimates 

Recommended Cost of Equity 

Midpoint 

9.0% 

9.1% 

1 1.4% 

10.2% 

10.5% 

Direct Testimony of Thomas J. Bourassa - Cost of Capital, ((‘Bourassa COC Dt.”) at 47. 1 
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FENNEMORE CRAIG 
A PROFESSIOIUL COR1O?ATION 

PHOENIX 

The schedules containing my updated cost of capital analysis are attached to this 

rebuttal testimony. 

After a consideration of the risks associated with LDO compared to the 

publicly traded utility companies, I conclude the required cost of equity is above 

the median of 10.2 percent and that 10.5 percent is very conservative. 

My recommended 10.5 percent return on equity (“ROE) recommendation 

balances my judgment about the degree of financial and business risk associated 

with an investment in LDO. 

B. Summary of the Staff Recommendations 

Q. PLEASE SUMMARIZE THE RECOMMENDATIONS OF STAFF FOR 

THE RATE OF RETURN ON FAIR VALUE RATE BASE. 

Staff is recommending a capital structure consisting of 21.0 percent debt and 79.0 

percent equity.2 Staff is also recommending a cost of equity of 9.3 percent based 

on the average cost of equity produced by its DCF models, a financial risk 

adjustment, and an economic assessment adjustment (EAA).3 Staff is also 

recommending a cost of debt of 4.6 p e r ~ e n t . ~  Staff used a sample of seven publicly 

traded water utilities; six of which are the same as those I used in my analysis.’ 

Staff did not consider fm size or fm-specific risks in its analysis. Based on its 

capital structure recommendation, Staff determined the WACC for LDO to be 

7.9 percent.6 

A. 

Direct Testimony of John A. Cassidy (“Cassidy Dt.”) at 10. 
Cassidy Dt. 32. 
Cassidy Dt. 11.  

Cassidy Dt. at 43. 

3 

4 

’ Staff has added York Water (YORW) to its proxy group. 
6 
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FENNEMORE CRAIG 

PBOSNIX 
A PROFESSIONAL CORPORATION 

Q* 

A. 

Q. 

A. 

C. 

STAFF ONLY USED THE DCF MODEL TO ESTIMATE THE COST OF 

Rebuttal to the Cost of Equity Recommendations of Staff 

EQUITY? 

Yes. Staff uses two versions of the DCF model - a constant growth DCF and a 

multi-stage DCF. For unexplained reasons, Staff has not incorporated estimates 

derived from it CAPM.7 

IS THE USE OF ONLY ONE METHODOLOGY TO ESTIMATE THE 

COST OF EQUITY APPROPRIATE? 

No. As Dr. Morin states: 

Each methodology re uires the exercise of considerable 

the methodology and on the reasonableness of the proxies used to 
validate a theory. The inabiliq of the DCF model to account for 
changes in relative market valuation, discussed below, is a vivid 
example of the potential shortcomings of the DCF model when 
applied to a iven com any. Similarly, the inability of the CAPM 

beta tarnishes its use. (emphasis added.) 

No one individual method provides the necessary level of 
precision for determining a fair return, but each method provides 
useful evidence to facilitate the exercise of an informed 
judgment. Reliance on any single method or preset formula is 
mappropriate when dealing with rnvestor expectations because of 
possible measurement difficulties and vagaries in individual 
companies’ market data 

judgment on the reasonab 91 eness of the assumptions underlying 

to account P or variab P es that affect security returns other than 

exercise of 
methodolo 

Cassidy Dt. at 18. 
Roger A. Morin. New Regulatory Finance, Public Utility Reports, Inc., 2006, at 428- 8 

429. 
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FENNEMORE CRAIG 
PHOKNIX 

Q* 
A. 

Q. 

A. 

IS THE DCF A SUPERIOR METHODOLOGY? 

No. Again, I concur with Dr. Morin who states: 

While it is certainly appropriate to use the DCF methodology to 
estimate the cost of eqmty, there is no proof that the DCF 
produces a more accurate estimate of the cost of e uity than other 
methodologies. Sole reliance on the DCF mo % el ignores the 
ca ital market evidence and financial theory formahzed in the 
C P M  and other risk premium methods. The DCF model is one 
of many tools to be employed in conjunction with other methods 
to estimate the cost of equity. It is not a su erior methodology 
that supplants other financial theory an if market evidence. 
The broad usage of the DCF methodology in regulatory 
proceedings in contrast to its virtual disa pearance in academic 

is true of the Fisk Premium and CAPM methodologies. 
(emphasis added.) 

textbooks does not make it superior to ot R er metho&. The same 

DOES THE DCF TEND TO UNDERSTATE THE INVESTORS’ 

REQUIRED RETURN? 

Yes, when the market value of assets is significantly higher or lower than book 

value, a market-based DCF cost rate applied to the book value of common equity 

will not produce investors’ expected returns. Dr. Morin also provides an 

explanation for this flaw in the DCF: 

The third reason and perhaps most important for caution and 
skepticism is that applicabon of the DCF model produces 
estimates of common equity cost that are consistent with 
investors’ ex ected return only when stock price and book value 

(MB) is close to unity. As shown below, application of the 
standard DCF model to utility stocks understates the investor’s 
expected return when the M/€3 ratio of a given stock exceeds 
wty. This was particularly relevant in the capital market 
enwonment of the 1990s and 2000s where utility stocks were 
trading at M/B ratios well above unity and have been for nearly 
two decades. The converse is also true, that is the DCF model 
overstates the investor’s return when the M / B  ratio is less than 
unity. The reason for the distortion is that the DCF market return 
is applied to a book value rate base by the regulator, that is, a 

are reasonaby P similar, that is when the market-to-book ratio 

Morin at 431. 
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FENNEMORE CRAIG 
A PROpBSSlOluLL CORPORATION 

PHOENIX 

Q. 

A. 

utilit@ earnings are limited to earnings on a book value rate 
base. 

The understatement/overstatement of investors’ required return associated with the 

application of the market price-based DCF model to the book value of common 

equity clearly illustrates why reliance upon a single common equity cost rate model 

should be avoided. 

PLEASE COMMENT ON MR. CASSIDY’S DISCUSSION (AT PAGE 26 OF 

HIS DIRECT TESTIMONY) REGARDING THE FINANCIAL 

IMPLICATIONS OF A MARKET-TO-BOOK RATIO OF GREATER 

THAN 1.0. 

There are a number of reasons investors may bid up market prices for stocks above 

book values, other than an expectation that a water utility will earn more than its 

cost of equity. One reason is that investors may expect a city or some other public 

entity to condemn all or part of a water utility, meaning the municipality will 

acquire the assets at the fair market value. Water utilities typically have assets thal 

have a value based on reproduction cost that is well in excess of book value: 

and investors would be aware that a condemnation award could be well in excess 

of book values, even if the utility earns no more than its cost of equity. 

Second, investors may anticipate a merger or acquisition that produces 

premium prices. With such anticipated sale prices well above book values, a watei 

utility would also be priced above book value even if the water utility made nc 

more than its cost of equity. There are other reasons as well. These include 

(1) public utility commissions do not issues orders simultaneously in al. 

jurisdictions, (2) not all of a company’s earnings are regulated, (3) regulatoq 

lo Morin at 434. 
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FENNEMORE CRAIG 
PHOQNIX 

A PROFESSIONAL CORPOPATION 

Q. 

A. 

expenses, revenue and rate base adjustments may cause accounting returns to differ 

fiom those calculated on a rate case basis, (4) actual sales do not equal sales 

assumed in a rate case, (5 )  market expected ROEs change fiequently while rate- 

case authorized ROEs do not, and (6) regulated subsidiaries constitute only a piece 

of a holding company pie. 

The argument that utilities are earning more than their cost of capital 

because the market-to-book ratio is greater than 1.0 is superficial. There is ample 

evidence that for at least a decade now, regulated water utilities in Arizona have 

not been earning their costs of service, let alone over earning. Mr. Cassidy’s claim 

- that one would expect market forces to move the stock price lower, close to E 

market-to-book ratio of 1 .O, to reflect investor expectations of reduced expectec 

future cash flows, is also flawed. Mr. Cassidy has ignored many of the b g s  01 

importance to investors and why it is reasonable to expect market-to-book ratios tc 

exceed 1.0 even if water utilities are expected to earn no more than their costs 0: 

equity. If regulators were to force the market-to-book ratios to 1.0 by intentionallj 

lowering the allowed returns, such action would place utilities at a disadvantage ii 

competing for investment capital with industrials and other unregulated companies 

whose stock trades well above book value. 

PLEASE COMMENT ON STAFF’S ECONOMIC RISK ASSESSMENT 

OR E M .  

I can’t, at least not in any meaningful way. Staff does not really explain the basi 

for this adjustment in its testimony except to say that its EAA reflects the uncertaii 

status of the economy and the market.” But Staff provides no analysis, study o 

authoritative reference upon which Mr. Cassidy’s judgment rests for me tc 

l 1  Cassidy Dt. at 32. 
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FENNEMORE CRAIG 
A PROoWSSl0IU.L CORtORhTlDN 

PEOENlX 

Q. 

A. 

... 

... 

... 

... 

... 

consider. Of course, I agree with Staff that the current economic environment 

supports increased ROES. Interest rates have risen in the past year and are 

expected to increase as the FED curtails its easy money policies. That said, I have 

just never seen an adjustment of this type from Staff or anyone else until recently. 

When economic conditions were far worse a few years ago, Staff never advanced 

an E M .  I am left a bit perplexed by the whole thing, but my skepticism, and the 

fact that the EAA has popped into existence out of nowhere, leads me to conclude 

that it is an ill-considered band-aid to cover up an unreasonably low ROE. 

Recallthat without the E M ,  Staffs ROE model would be only 8.7 percent 

(9.3 percent average of Staffs models less EAA of 60 basis points).'2 

HOW DOES STAFF'S RECOMMENDATION COMPARE TO OTHER 

FORECASTS OF COMMON EQUITY RETURNS AND CURRENTLY 

AUTHORIZED RETURNS? 

It is much lower, Value Line, a reputable publication used by cost of capital 

witnesses for both parties, publishes forecasts of returns on common equity for 

larger publicly traded companies. Six water utilities are included in my sample 

group while Staff includes seven. Staffhas recently added York Water (YORW) to 

its proxy group. Value Line (January 17, 2014) shows projected returns on equity 

for those water utilities: 

Cassidy Dt. at 32. 12 
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FENNEMORE CRAIG 
A Pnowsrro~~r COLPOMTION 

PEOBNlX 

Company 

American States Water (AWR) 

Aqua America (WTR) 

California Water (CWT) 

Connecticut Water (CTWS) 

Middlesex Water (MSEX) 

S J W  corp. (SJW) 

York Water. (YORW) 

Averages 

2013 

12.0% 

13.0% 

7.5% 

9.5% 

8.5% 

8.5% 

9.5% 

9.8% 

2014 

12.5% 

13.0% 

9.0% 

9.5% 

8.5% 

8.5% 

11.5% 

10.4% 

2016- 18 

1 1.5% 

12.5% 

9.5% 

9.0% 

9.0% 

8.5% 

11.0% 

10.1% 

Furthermore, the currently authorized ROE’S for the sample water utility 

companies as reported by AUS Utility Reports (January 2014) average 

10.03 percent. They are as follows: 

Companv 

American States Water ( A M )  

Aqua America (WTR) 

California Water (CWT) 

Connecticut Water (CTWS) 

Middlesex Water (MSEX) 

S J W  Corp. (SJW) 

York Water. (YORW) 

Average 

9 

9.99% 

10.29% 

9.99% 

9.75% 

10.15% 

9.99% 

NM 
10.03% 
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FENNEMORE CRAIG 
APROPBIIIOML CORPOM?lON 

PllOENlX 

Q. 

A. 

Q. 

A. 

... 

... 

... 

... 

WHAT CONCLUSIONS CAN BE DRAWN FROM THE RETURN DATA 

YOU JUST PRESENTED, MR. BOURASSA? 

For one, they are all much higher than the Staff returns produced by their models, 

before any consideration of financial risk or other risks. For another, since we are 

applying a return to a book value rate base, book equity returns have relevance. 

In fact, if we are to meet the comparable earnings standards set forth in Hope and 

Bluefield, then a comparison to book returns is an essential element. These utilities 

rates will be in effect during approximately the same time period as LDO. Yet, if 

the Staff ROE is adopted, LDO will be allowed to earn much less, failing the Hope 

and Bluefield standard. 

IS IT YOUR VIEW THAT LDO’S ROE IS HIGHER THAN THE 

PUBLICLY TRADED UTILITIES? 

Yes. My recommendation in the instant case is 30 basis points higher than the  

mid-point of my cost of equity estimates. LDO has 5 times more business risk than 

the publicly traded water utilities, has a much higher operating leverage, is less 

diverse, and has limited fmancially flexibility. l3 Further, since LDO is not publiclj 

txaded, an investment in LDO is illiquid compared to an investment in a publiclj 

traded company and therefore has greater liquidity risk and a higher cost of capital 

The 30 basis points difference is actually conservative given the risks associated 

with an investment in LDO. 

l3 Bourassa COC Dt. at 25-27. 
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FENNEMORE CRAIG 
A PLOFESSION~L CORPOMTION 

PROENIX 

Q. 

A. 

Q. 

A. 

D. ResDonses to Staff‘s Criticisms of the ComDany’s Cost of CaDital 
Analysis 

MR. CASSIDY ALSO CRITICIZES YOU (ON PAGE 34 OF HIS DIRECT 

TESTIMONY) FOR RELYING EXCLUSIVELY ON ANALYSTS 

FORECASTS OF EPS GROWTH IN THE DCF MODEL. IS THIS TRUE? 

No. I rely on both historical growth rates and forecasts of growth. For the 

historical growth rates, I use historical per share price growth, historical BVPS 

growth, historical EPS growth, and historical DPS growth.l4 For the forecast 

growth rate, I used long-term analyst estimates of EPS growth.” I just give more 

weight to the analyst forecasts of growth. It is important to note that Mr. Cassidy 

disagrees with the additional weight I give the analyst forecasts, but he is not 

saying these forecasts have no merit, nor did I rely solely on analyst forecasts of 

growth. The dispute between Mr. Cassidy and me comes down to something 

between 50 percent and my “greater” emphasis. In my direct testimony I explained 

why a weight greater than 50 percent should be given to analysts’ estimates.16 

ARE ANALYSTS’ FORECASTS OF GROWTH. “OVERLY OPTIMISTIC” 

FOR UTILITIES? 

Not according to Gordon, Gordon and Gould who found that analyst estimates are 

the best proxies for DCF growth when estimating the cost of equity for utilities 

using the DCF.17 But the level of accuracy of analysts’ forecasts is an after-the-fact 

evaluation with little relevance to the issues at hand here. As Dr. Morin explains: 

l4 Bourassa COC Dt. at 35. 
l5 Id. 

Bourassa COC Dt. at 3 1. 
l7 Bourassa COC Dt. at 30 - 3 1. 

16 
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FENNEMORE CRAIG 
A PROPBSSlONAL COR?ORATlON 

PROKNIX 

Q. 

A. 

Because of the dominance of institutional investors and their 
influence on individual investors, analysts’ forecasts of long-run 
growth rates provide a sound basis for estimating required 
returns. Financial analysts exert a strong influence on the 
expectations of many investors who do not possess the resources 
to make their own forecasts, that is, they are a cause of g. 
The accuracy of these forecasts in the sense of whether they turn 
out to be correct is not at issue here, as long as they reflect 
widely held expectations. As long as the forecasts are typical 
and/or influentml in that they are consistent with current stock 
price levels, they are relevant. The use of analysts’ forecasts in 
the DCF model is sometimes denounced on the grounds that it is 
difficult to forecast earnings and dividends for only one ear, let 
alone for longer time periods. This objection is uniunded, 
however, because it is present investor ex ectations that are 

price and there ore in required retug, and not the future as i t  
being priced; it is the consensus forecast t R at is embedded in 

wiII turn out to d e. (emphasis added.) 

What really matters is that analysts’ forecasts stxongly influence investor: 

and hence the market prices they are willing to pay for stocks. Analysts’ g r o d  

rates influence the prices investors will pay for stocks and thus impact the dividenc 

yields. The dividend yields change until the sum of the dividend yield plus thc 

growth rate equals investors’ perceived cost of equity. Had the growth forecast! 

been lower - as Mi. Cassidy suggests they should be - the stock prices would bc 

lower and dividend yields would be higher. But there would not necessarily be anj 

difference in the ultimate estimate of the cost of equity. 

HAS MR. CASSIDY OFFERED ANY EVIDENCE THAT INVESTORS DC 

NOT RELY ON ANALYST ESTIMATES? 

No. Nor does he offer any evidence of the extent investors rely on historica 

growth or on analyst estimates of future growth. Mr. Cassidy offers no quantitativc 

or conceptual argument to rebut the conclusions of Gordon, Gordon, and Goulc 

(cited in my dire~t’~), and offers no evidence that any of the measures of pas 

l8 MOM at 298. 
Bourassa COC Dt. at 35. 
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FENNEMORE CRAIG 
A PROPESSIONAL CORPOPATION 

P H O E N I X  

Q* 

A. 

Q* 

A. 

growth he has used - historical EPS, historical DPS, historical sustainable growth - 

provide a better forecast of future growth for utilities than analysts’ estimates of 

growth. 

DO YOU HAVE EVIDENCE THAT THE GROWTH FORECASTS USED 

BY STAFF ARE SIGNIFICANTLY UNDERSTATED? 

Yes. The 3-year historical annualized total return for the water utility stocks 

reported by Value Line (February 7, 2014) is 11.9 percent.20 This indicated return 

would imply a growth rate for the DCF model of 9.0 percent.21 Compare this to 

Staffs 5.2 percent growth rate as shown on Staff Schedule JAC-3. Even the 

growth rate based on analyst estimates that I use - 6.07 percent as shown on 

Schedule D-4.8 - falls far short of the implied growth rate investors have realized 

over the past 3 years. What this shows is that when using forecasts of earnings 

growth, the indicated cost of equity can vastly understate the cost of equity. 

PLEASE RESPOND TO MR. CASSIDY’S TESTIMONY (ON PAGE 39 OF 

HIS DIRECT) THAT USE OF THE HISTORICAL STOCK PRICE 

GROWTH IS INAPPROPRIATE PROXY FOR THE GROWTH RATE IN 

THE DCF MODEL. 

As I errplained in my direct testimony at page 33, using the average historical 

growth in the stock price is reasonable because investors know that, in equilibrium, 

common stock prices, book value per share (“BVPS’), earnings per share (“EPS”) 

and dividends per share (“DPS”) will all grow at the same rate. Investors would 

take information about changes in stock prices into account when they price 

A stock’s total return is the percentage increase in the value of a shareholder’s 

Solving the DCF model as set forth in Mr. Bourassa7s Direct Testimony at page 31 
Substituting Staffs dividend yield of 2.9 for D I P 0  and t h e  

20 

investment, assuming reinvestment of all dividends and adjusted for any stock splits. 

yields g = k -DI/Po. 
11.8 percent for k we get: g = 9.0 = 11.8 - 2.9. 

21 

13 
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FENNEMORE CRAIG 
A PROPESSIONAL CORPOBACION 

PEOKNIX 

Q. 

A. 

Q. 

A. 

utilities’ stocks. The traditional DCF model assumes that the stock price, book 

value, dividends, and earnings all grow at the same rate. This has not been 

historically true for the sample water utility companies.22 SO, using the historical 

growth in stock prices is an appropriate proxy measure for growth. 

DOESN’T STAFF TYPICALLY USE 3-5 YEAR PRICE APPRECIATION 

POTENTIAL AS A GROWTH PROXY FOR THE DCF WHEN 

ESTIMATING THE CURRENT MARKET RISK PREMIUM FOR THE 

C U M ?  

Yes, in my experience. Staff has used the Vahe Line projected 3-5 year per share 

growth, which is Value Line’s 3-5 year stock price appreciation in estimating the 

current market risk premium for the CAPM.23 Mr. Cassidy is criticizing me for 

something Staff has done on a regular basis in the past. 

PLEASE COMMENT ON MR. CASSIDY’S TESTIMONY (AT PAGE 41) 

CRITICIZING YOU FOR CONSIDERING THE DIFFERENCES IN RISK 

DUE TO THE SIZE OF LDO COMPARED TO THE PUBLICLY TRADED 

SAMPLE UTILITIES. 

I have not made a specific size adjustment for LDO, rather, I have pointed out the 

differences in risk stemming from LDO’s higher business risk, operating leverage: 

and liquidity. My 30 basis point “premium” is conservative given the risks of an 

investment in LDO. That said, Mr. Cassidy does not dispute that smaller 

companies are more risky than larger companies.24 

22 Bourassa COC Dt. at 3 1. 
See Rio Rico Utilities, Inc., Docket No. WS-02676A- 12-02196; LitchJeld Park Sewice 

Company, Docket No. SW-O1428A-13-0042, et al.; Payson Water Co., Inc., W-035 14A- 

Cassidy Dt. at 4 1. 

23 

13-0111. 
24 
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FENNEMORE CRAIG 

PHOKNIX 
A PROPBSSIOWL COR?OPAUTION 

Q. 

A. 

Q. 

A. 

TO REBUT ANY IMPACT OF SIZE, MR. CASSIDY REFERENCES A 

STUDY BY ANNIE WONG (AT PAGE 41). ARE YOU FAMILIAR WITH 

THIS STUDY? 

I sure am. Over the past 10 plus years or so Staffs witnesses have repeatedly 

trotted out this one study to refute the notion that utilities like LDO are more risky 

than the proxy companies because they are considerably and significantly smaller. 

Mr. Cassidy has done so at least one other time, and in that case, he admitted on 

cross examination that he had never read Ms. Wong’s actual paper, wasn’t even 

sure what kind of paper it was (he thought it might be her doctoral thesis), and did 

not know whether it had ever been p~blished.’~ Mr. Cassidy also stated that he was 

unaware of any other person that had published a similar conclusion.26 I do noi 

know what else Ms. Wong has done since, but I suspect this item of Ms. Wong’s 

work, and its questionable conclusions, have found no greater audience than ai 

public utility commissions where some party is bymg to jus* an unreasonably 

low ROE for a utility that is not publicly traded. 

HAS MS. WONG DISPROVED THE EXISTENCE OF A SIZE PREMIUM 

FOR SMALL UTILITY STOCKS? 

No. Actually, Ms. Wong’s study has been criticized soundly: “[her] weak evidence 

provides little support for a small fm effect existing or not existing in either the 

industrial the utility Dr. Zepp found that Ms. Wong’s empirical result: 

were not strong enough to conclude that beta risk of utilities is unrelated to size; he 

found that her use of monthly, weekly, and daily data may be the cause of hei 

inability to find a relationship; and he found other studies that show trading 

25 Transcript from March 28, 2013 hearing at 237:18 - 2393, Rio Rico Utilities, Inc. 
26 Id. 238: 13-20 
27 Thomas M. Zepp, “Utility Stocks and the Size Effect - Revisited,” The Quarterlj 
Review Economics and Finance, Vol. 43, Issue 3, Autumn 2003,578-582. 

15 



1 

2 

10 

1 1  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

FENNEMORE CRAIG 
A PROPBSSIONAL CORPORATION 

PEOENIX 

Q* 

A. 

infrequency to be a powerful cause of bias in beta risk when time intervals of a 

month or less are used to estimate beta’s for small stocks.28 The studies relied on 

in Mr. Zepp’s published paper found, “when a stock is thinly traded, its stock price 

does not reflect the movement of the market, which drives down the covariance 

with the market and creates an artificially low beta estimate.”29 Thus, Ms. Wong’s 

weak results were due to a flawed analysis. 

DON’T PASCHALL AND HAWKINS (QUOTED BY MR. CASSIDY ON 

PAGE 42) SUPPORT MS. WONG AND MR. CASSIDY’S VIEW THAT 

SMALLER WATER UTILITIES ARE NOT MORE RISKY THAN 

LARGER WATER UTILITIES? 

No, the authors do not argue against a small company risk premium for small water 

utilities. Instead, they merely suggest that the small company risk premium may be 

lower than the average company for the reasons they state. 30 A very low risk 

premium for LDO compared to the average company is exactly what I recommend 

in this case. 

According to the empirical financial market data provided by Morningstar, 

the indicated size premium for a company the size of LDO would be 11.77 percent 

over the average company the size of LD0.3’ A size premium analysis provided in 

Exhibit TJB-COC-RB1 indicates a size premium in the range of 99 to 377 basis 

points over the water proxy group. My recommended risk premium is just 30 basis 

points, which is about 2.5 percent of the indicated small company risk premium for 

an average company the size of LDO based on Morningstar data, and well below 

28 Id. at 579. 
29 Id 

Micheal A. Paschall and George B. Hawkins, “Do Smaller Companies Warrant a 
Higher Discount Rate for Risk”: The Size Effect’ Debate,” CCH Business Valuation 
Alert, Vol 1, Issue No. 2, December 1999. 

Morningstar Ibbotson SBBI 2013 Valuation Yearbook. Table 7-8, Decile 1Oz. 

30 

31 
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FENNEMORE CRAIG 
A PROREESIONAL CoRPOmTIOn 

PHOENIX 

Q- 

A. 

... 

... 

... 

the bottom end of the range of the indicated additional risk premium over my water 

proxy group. Therefore, I think Paschall and Hawkins support my analysis not 

Mr. Cassidy’s. That’s true with respect to both, whether size matters, and, whether 

my recommended 10.5 is conservative. 

DO YOU FIND ANY FURTHER SUPPORT IN PASCHALL AND 

HAWKINS? 

Yes, as a matter of fact, I do. One of the main points of the authors’ discussion 

was that the use of small company risk premium without consideration of the 

specific risks of the subject company could be subject to challenge. Recognition of 

the additional risk associated with an investment in LDO compared to his water 

proxy group is something Mr. Cassidy fails to do. 

That said, a great deal of my direct testimony and parts of my rebuttal 

testimony were devoted to comparing the differences between the large publicly 

traded company and LDO that would reflect differences in risk, which is exact13 

what the authors would recommend. As Paschall and Hawkins conclude: 

Failing to consider the additional risk associated with most 
smaller companies, however, is to fail to acknowledge reality. 
Measured properly, small company stocks have proven to be 
more risky over a long period of time than have larger 
company stock. This makes sense due to the various 
advantages that larger companies have over smaller 
compantes. Investors looking to purchase a riskier company 

e a greater return on investment to compensate for E%EPJ 

Paschall supra. 32 
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FENNEMORE CRAIG 
A PROPESSIONAL CORPOBATION 

PBOENlX 

Q- 

A. 

Q. 

A. 

Q. 

A. 

DO PASCHALL AND HAWKINS REFERENCE ANY STUDIES TO 

SUPPORT THE PROPOSITION THAT A PRIVATELY HELD SMALL 

WATER UTILITY HAS THE SAME RISK AS A LARGE PUBLICLY 

TRADED UTILITY? 

No. 

ARE THERE ANY STUDIES THAT CONTRADICT MS. WONG’S 

FINDINGS? 

Yes, besides basic business sense, I am aware of two other studies that support the 

conclusion that small utilities are more risky than larger utilities. The first, a study 

conducted by the California Public Utilities Commission (“CPUC7) looked ai 

58 water utilities.33 Based on that study, the CPUC S t a  concluded that smallei 

water utilities are more risky and required higher equity returns than larger water 

utilities. This position was adopted by the CPUC.34 A second study, conducted by 

Dr. Zepp, showed that on average, the smaller water utilities in his study had a 

99 basis point higher cost of equity.35 In short, Ms. Wong’s now 20 year-old study 

of unknown providence, should be given little to no weight in these proceedings. 

DOES THAT CONCLUDE YOUR REBUTTAL TESTIMONY ON COST OF 

CAPITAL? 

Yes. 

33 Id at 580. 
Zepp, supra. 34 

35 Id 

18 



EXHIBIT 
T JB-COC-RBl 



c n 
5 



D SCHEDULES 



s 

s 
0 

0 



Lag0 Del Or0 Water Company 
Test Year Ended December 31,2012 

Cost of Common Equity 

Exhibit 
Rebuttal Schedule D 4  
Page 1 
Witness: Bwrassa 

Line 
N!L 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 SUPPORTING SCHEDULES: 
18 E-I 
19 D4.1 to D-4.16 
20 

The Company is proposing a cost of common equity of 10.50% . 

RECAP SCHEDULES: 
D-I 



* =-. 
3 
0- w 

.I- .- 

\c 
0 



c 
0 



c x 



s x 



?I m 

E 



3 n 
d 
.- 2! 
.I- 
v) a 

f s 
0 

O 
a 
0)  

Y- 

I! 
9 m 



P 
3 
0 
(3 
b 

Q 

P r  



3 n 

E 

2 
3 
7 
LL 
c. 

'0 
C '  m 

I 

LL 
0 n 

s 
T : 

9 0 

b 
c. s 
7 
LL 
I 

LL 
0 n 

a, 

P 
P 
Q 

s 
T 

2 

ci 

s 
T : 

S m e 
9 



Q) 
0) 

Q) 
e 
P 



0 

f 
P 



f 
4 
Lo 

0 
E 

II II II II II II II II II II II II II II II II I1 II II II II II II II I1 II II I f  II II II II 

Q c 

a, 
3 

3 

- 



x x x  



7 
0 

te 

x-. 
0 

te** te te*  * I e 

0 

****** te 

t e * * * * t e  I 





8 
0 

8 
0 









1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

FENNEMORE CRAIG 
A Professional Corporation 
Jay L. Shapiro (No. 014650) 
2394 East Camelback Road, Suite 600 
Phoenix, Arizona 85016 
Telephone (602) 9 16-5000 

Attorneys for Lago Del Or0 Water Company 

BEFORE THE ARIZONA CORPORATION COMMISSION 

IN THE MATTER OF THE APPLICATION 
OF LAG0 DEL OR0 WATER COMPANY, 
AN ARIZONA CORPORATION, FOR A 
DETERMINATION OF THE FAIR VALUE 
OF ITS UTILITY PLANTS AND 
PROPERTY AND FOR INCREASES IN ITS 
WATER RATES AND CHARGES FOR 
UTILITY SERVICE BASED THEREON. 

DOCKET NO: W-01944A-13-02 

REJOINDER TESTIMONY OF 

THOMAS J. BOURASSA 

RATE BASE, INCOME STATEMENT, REVENUE REQUIREMENT 
AND RATE DESIGN 

March 21,2014 

, 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

FENNEMORE CRAU 
A Pu)pPISIOIuL C O R ~ O M T I O I  

PROENIX 

I. 
11. 
111. 

IV. 

V. 

TABLE OF CONTENTS 

INTRODUCTION AND QUALIFICATION . . . .. .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. 1 
SUMMARY OF THE COMPANY’S REJOINDER POSITION ............................ 1 
RATE BASE (B SCHEDULES) ................................ ................................ ............. 2 
A. Plant-in-Service (PIS) ................................ ................................ .................. 3 
B. Accumulated Depreciation (AD) ................................. ................................ .3 
C. Advances-in-aid of Construction (AIAC) ................................ ..................... 7 
D. Contributions-in-aid of Construction (CIAC) and Accumulated 

Amortization (AA) ................................ ................................ ....................... 7 
E. Accumulated Deferred Income Taxes (ADIT) ................................ .............. 7 
INCOME STATEMENT (C SCHEDULES) . .. .. . . . . .. .. .. .. .. .. .. .. . . . . .. . . . . .. .. . . . . .. .. .. .... , . . 10 
A. Contractual Services -Annual Audit ................................ ......................... 10 
Rate Design (H Schedules). ................................ ................................ .................. 11 

-1- 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

I. 

Q* 
A. 

Q. 
A. 

Q. 

A. 

Q* 
A. 

II. 
Q. 

A. 

INTRODUCTION AND OUALIFICATION 

PLEASE STATE YOUR NAME AND ADDRESS. 

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive, 

Phoenix, Arizona 85029. 

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING? 

I am testifjmg in this proceeding on behalf of the applicant, Lago Del Oro Water 

Company (“LDO or “Company”). 

HAVE YOU PREVIOUSLY SUBMITTED DIRECT AND REBUTTAL 

TESTIMONY IN THE INSTANT CASE? 

Yes, my direct and rebuttal testimonies were submitted in support of the initial 

application in this docket. There were two volumes at each stage, one addressing 

rate base, income statement and rate design, and the other addressing cost of 

capital. Each of those testimonies included my associated schedules. 

WHAT WILL YOU ADDRESS IN THIS REJOINDER TESTIMONY? 

I will provide rejoinder testimony in response to the surrebuttal filing by Staff. 

More specifically, this fwst volume of my rejoinder testimony relates to rate base, 

income statement and rate design for LDO. My cost of capital rejoinder is 

contained in a second, separate volume. 

SUMMARY OF THE COMPANY’S REJOINDER POSITION 

WHAT IS THE REVENUE INCREASE THE COMPANY IS PROPOSING 

IN THIS REJOINDER TESTIMONY? 

The Company proposes a total revenue requirement of $3,030,491, which 

constitutes an increase in revenues of $1,148,253, or 61.00 percent over adjusted 

test year revenues. 

1 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

Q. 

A. 

Q- 

A. 

III. 

Q. 

A. 

Q. 

A. 

HOW DOES THIS COMPARE WITH THE COMPANY’S REBUTTAL 

FILING? 

It is the same. 

WHAT ARE THE PROPOSED REVENUE REQUIREMENTS AND RATE 

INCREASES FOR THE COMPANY AND STAFF AT THIS STAGE OF 

THE PROCEEDING? 

The proposed revenue requirements and proposed rate increases are as follows: 

Revenue Requirement Revenue Incr. % Increase 

Company-Rebuttal $3,030,49 1 $1,148,253 61.00% 

Staff-Surrebuttal $2,911,453 $1,029,2 15 54.86% 

Company-Rejoinder $3 , 03 0,49 1 $1,148,253 6 1 .OO% 

RATE BASE (B SCHEDULES) 

WOULD YOU PLEASE IDENTIFY THE PARTIES’ RESPECTIVE RATE 

BASE RECOMMENDATIONS. 

Yes, the rate bases proposed by the Company and Staff are as follows: 

OCRB FVRB 
Company-Rebuttal $ 7,363,846 $ 7,363,846 

S taff-Surrebuttal $ 7,366,456 $ 7,366,456 

Company-Rejoinder $ 7,363,846 $ 7,363,846 

WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED 

ORIGINAL COST RATE BASE. 

Yes. The Company’s rejoinder rate base adjustments OCRB are detailed on 

rebuttal schedules B-2, pages 3 through 7. Rejoinder Schedule B-2, pages 1 and 2, 

summarize the Company’s proposed adjustments and the rejoinder OCRB. 

The Company is not proposing any changes to its rebuttal adjustments or any 
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Q* 

A. 

Q* 
A. 

Q. 

A. 

additional rejoinder adjustments to rate base. The adjustments to rate base are 

discussed in my rebuttal testimony.’ 

A. Plant-in-Service PIS) 

PLEASE SUMMARIZE THE RECOMMENDED PIS BALANCES OF THE 
PARTIES AND THE DIFFERENCES, IF ANY. 

The Company and Staff now agree on the PIS balance is $18,200,1992 Both the 

Company and Staff agree that plant purchased fi-om an affiliate should reflect the 

$3,887,998 original cost and $1,136,587 of accumulated depre~iation.~ 

B. Accumulated Depreciation (A/D) 

WHAT ARE THE RECOMMENDED A/D BALANCES OF THE PARTIES? 

The Company recommends an A/D balance of $9,977,386, while Staff 

recommends an A/D balance of $9,606,122, a difference of $371,264. 

The $371,264 difference represents Staffs reduction to the A/D balance stemming 

fi-om its reconstruction of A D  using a vintage group procedure, including 

identification of fully depreciated plant that Staff stops depreciating once the 

vintage group is fully depre~iated.~ 

PLEASE RESPOND TO MS. RIMBACK’S SURREBUTTAL TESTIMONY 

(ON PAGE 7) THAT THE COMPANY’S RECOMMENDED A / D  BALANCE 

DOES NOT PROPERLY REFLECTED FULLY DEPRECIATED PLANT? 

There is no fully depreciated plant as of the end of the test year under the broad 

group procedure employed by the Company for its depreciation acc~unting.~ 

Rebuttal Testimony of Thomas J. Bourassa (“Bourassa Rb.”) at 3-16. 
See Company Rejoinder Schedule B-2, page 2 and Staff Surrebuttal Schedule MJR-W3. 
Surrebuttal Testimony of Mary J. Rimback (“Rimback Sb.”) at 5. 
Rimback Sb. at 7. 
See Company Rejoinder Schedule B-2, page 3.29. There are no plant accounts in which 
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Q. 

A. 

Q. 

A. 

Staff‘s fully depreciated plant amounts are the result of Staff applying a vintage 

group procedure.6 

DOES THIS MEAN THE VINTAGE GROUP PROCEDURE IS SUPERIOR 

TO THE BROAD GROUP PROCEDURE? 

No. The broad group procedure is no less accurate than the vintage group 

pr~cedure.~ When breaking down a broad group into vintage groups some vintage 

groups will be determined to be fully depreciated. It would not be surprising to 

frnd vintage year subgroups within a broad group (plant account) that appear to be 

fully depreciated. This is because under the broad group concept the group is 

expected have an average life. Some plant in the group will last longer the average 

useful life, some plant will last exactlv the average useful life, and some plant will 

last- than the average useful life. 

PLEASE RESPOND TO THE STAFF’S SURREBUTTAL TESTIMONY ON 

THE COMPANY’S REASONS FOR RETAINING THE BROAD GROUP 

PROCEDURE. 

I can’t. I have discussed the many reasons why the Company opposes the 

imposition of the vintage group procedure in my rebuttal testimony and will not 

repeat those here.* But, Staff has not provided any response to my rebuttal 

testimony. 

the A/D balance equals the Original Cost balance. 
Rimback Sb. at 7. 
Bourassa Rb. at 11. 
Bourassa Rb. at 10-13. 
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Q* 

A. 

Q. 

A. 

IN YOUR REBUTTAL TESTIMONY (ON PAGE 11) YOU EXPLAINED 

THAT THE STAFF RECOMMENDED A/D BALANCE REFLECTS 

ANOMALIES SUCH AS STRANDED A/D BALANCES. DID STAFF 

ADDRESS THESE ISSUES? 

No. I examined the Staff surrebuttal work papers and continue to find vintage 

groups with a zero plant balance and a corresponding negative A/D balance. 

I referred to these circumstances as stranded negative A/D balances in my rebuttal 

testimony because when the plant balance is zero or negative, Staff stops 

computing depreciation.’ The negative A/D balance remains and becomes a 

permanent balance. 

DO YOU HAVE AN EXHIBIT SHOWING THE STRANDED NEGATIVE 

A/D BALANCES INCLUDED IN THE STAFF RECOMMENDED A/D 

BALANCE. 

Yes. Included as Exhibit TJB-RB-RJ1 is a copy of the StafT plant and A/D 

reconstruction schedule (2012 only) contained in the Staff work papers. There are 

several vintage groups that have zero plant balances along with corresponding 

negative A/D balances. For example, there are zero plant balances and negative 

A/D balances for vintage groups under accounts 310 - Power Generation 

Equipment, 3 11 - Pumping equipment, 320.2 - Chemical Solution Feeders, 340 - 

Office Furniture and Equipment, 341 - Transportation Equipment, 345 - Power 

Operated Equipment, and 347 - Miscellaneous Equipment. More specifically, for 

example, for account 3 11 - Pumping Equipment and vintage year group 1994, the 

plant balance is zero and the A D  balance is a negative 58,169 (net book value of a 

positive $58,169). These zero plant balances with corresponding negative A/D 

’ Bourassa Rb. at 11-12. 
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Q. 
A. 

Q* 

A. 

Q. 

A. 

balances make no sense. 

WHY NOT? 

The vintage group balances essentially become permanent balances because St& 

stops depreciating the vintage group once the plant balances are zero. In the 

vintage group example discussed above, the depreciation expense is zero. The net 

book value of a positive $58,169 is permanent rate base. 

DID YOU ASK STAFF TO EXPLAIN THESE ZERO PLANT BALANCES 

AND CORRESPONDING NEGATIVE ACCUMULATED DEPRECIATION 

BALANCES? 

Yes. I have attached the Staff response to Lago Data request 1.1  as Exhibit TJB- 

RB-RJ2. This response does not address the issues created as a result of StafYs 

application of the vintage group procedure. Instead, Staff avoids answering the 

data request by pointing to the total plant balance and A/D balance for each plant 

account, avoiding addressing the underlying vintage group detail. But avoiding 

these issues is problematic. In practical terms, the Company is left with 

nonsensical vintage group plant balances that will not only result in plan! 

depreciation accounthg issues for the Company going forward, but also permanen! 

negative A/D balances (and permanent positive net book values), as well as create 

plant and A/D balance reconstruction issues in the next rate case. 

IS THE COMPANY DEPRECIATING ITS PLANT BEYOND ITS 

EXPECTED USEFUL LIFE? 

No, and I do not know why Ms. Rimback claims the Company is doing this." 

Under the broad group procedure there is no fully depreciated plant for the 

Company. While Staff may have created fully depreciated vintage groups in its 

lo Rimback Sb. at 7. 
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Q. 
A. 

Q- 

A. 

Q. 

A. 

application of the vintage group procedure, it does not mean the Company is 

depreciating plant beyond the expected average usefid life of its plant. 

C. Advances-in-aid of Construction (AIAC) 

DO THE COMPANY AND STAFF AGREE ON THE AIAC BALANCE? 

Yes. Both are proposing AIAC balance of $297,640." 

D. Contributions-in-aid of Construction (CIAC) and Accumulated Amortization 
0 

PLEASE DISCUSS THE PARTIES' RECOMMENDATIONS FOR CIAC 

AND AA. 

The Company continues to propose CIAC and AA balances of $852,693 and 

$469,879, respectively. Staff continues to propose CIAC and AA balances of 

$753,535 and $282,997, respectively. l2 The Company's proposed balance is based 

upon a broad group procedure consistent with its depreciation accounting, whereas 

Staffs proposed balances are based upon a vintage group procedure. I explained 

the positions of the parties in more detail in my rebuttal te~timony.'~ 

E. 

PLEASE DISCUSS THE PARTIES' ADIT BALANCE 

RECOMMENDATIONS. 

The Company is proposing an ADIT balance of $66,658, whereas Staff proposes 

an ADIT balance of $347,588.14 As I pointed out in my rebuttal testimony, the 

Staff recommended ADIT does not properly reflect the change in ADITS resulting 

Accumulated Deferred Income Taxes (ADIT) 

l1 See Staff Surrebuttal Schedule RJM-W3 
l2 See id. 

l4 See Staff Surrebuttal Schedule RJM-W3. 
Bourassa Rb. at 14. 13 
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Q. 

A. 

Q. 

A. 

from the change in the tax value of plant and is overstated.” 

MS. RIMBACK’S SURREBUTTAL TESTIMONY (ON PAGE 8) 

CONCLUDES THAT THE CHANGE IN BONUS DEPRECIATION IS 

IRRELEVANT TO THE ADIT COMPUTATION. DO YOU AGREE? 

No, the special bonus depreciation used in the ADIT computation of the net tax 

value of PIS has a direct impact on the ADIT balance. In the Company’s initial 

filing the bonus depreciation was computed on the plant acquired fiom an affiliate 

in 2012 equal to a net book value of $3,887,998 times 50 percent (or $1,943,999). 

In its rebuttal filing, the Company proposed to reduce the book value of this plant 

by the depreciation the Company would have recorded if the plant were booked at 

the time the plant was placed into service. The net book value changed from 

$3,888,998 to $2,751,411. As a result, the Company’s net tax value and the basis 

for computing bonus depreciation is no longer $3,887,998, but rather the net book 

value of this plant or $2,751,411 ($3,887,998 minus $1,136,587).16 Accordingly, 

the maximum amount of bonus depreciation on this plant for tax purposes is 

reduced by $568,293, from $1,943,999 to $1,375,706 ($2,751,411 times 50%).17 

To use more than $1,375,706 for bonus depreciation results in an overstatement of 

ADITS. l8 

WOULDN’T THE BONUS DEPRECIATION HAVE BEEN TAKEN IN THE 

YEARS THE ASSETS WERE PLACED INTO SERVICE, NOT 2012? 

No. The bonus depreciation arises in 2012, and only 2012, because this is when 

l5 Bourassa Rb. at 15-16. 
l6 Rimback Sb. at 5. 
l7 Bourassa Rb. at 15. 
l8 Bourassa Rb. at 16. 
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Q. 

A. 

the Company actually acquired the plant and the first year special bonus 

depreciation was available as a tax deduction. The Company could not have taken 

any special bonus depreciation deduction for tax purposes prior to acquisition as it 

did not own the plant. Moreover, any book-tax timing difference (ADIT) arising 

from any assumed past special bonus depreciation is meaningless because the 

Company never realized any past tax deductions for special bonus depreciation on 

this plant. In other words, there is no ADIT associated with this plant for years 

prior to 20 12. 

Even if one assumes Ms. Rimback is correct - that prior special bonus was 

actually realized by the Company in prior years, the simple fact is that special 

bonus depreciation was available in all the years the plant would have been 

placed into service.” Consequently, the special bonus depreciation of $1,943,500 

used in the Staff ADIT computation is incorrect and overstated, meaning Staffs 

recommended ADIT balance is also incorrect and overstated. 

DID YOU MENTION THE TAX BONUS DEPRECIATION IN THE 

COMPANY’S ORIGINAL APPLICATION? 

No, and I normally would not have. The tax value computation that reflects special 

bonus depreciation was included in the work papers provided to Staff. It is 

common for many details of a utility’s filing to be found in the work papers. That 

said, my rebuttal testimony detailed the issue, yet Staff decided the bonus 

depreciation issue was ‘%relevant.”20 I strongly disagree with Staffs position. 

The bottom line is that if the correct bonus depreciation amount is not used and 

~~ ~ ~ 

S ecial bonus depreciation was not available in 1997,2005,2006, and 2007 when some 
of l9 P e plant purchased fi-om an affiliate was originally placed into service. 
2o Rimback Sb. at 8. 
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IV. 

Q* 

A. 

Q. 

A. 

Staffs proposed ADIT balance is adopted, the ratepayer will receive an unjustified 

windfall as a result of an overstated ADIT balance (which is a reduction to rate 

base). 

INCOME STATEMENT (C SCHEDULES) 

WOULD YOU PLEASE DISCUSS THE COMPANY’S PROPOSED 

ADJUSTMENTS TO REVENUES? 

The Company rejoinder adjustments to revenues andor expenses are detailed on 

Rebuttal Schedule C-2, pages 1-8. The rejoinder income statement with 

adjustments is summarized on Rejoinder Schedule C-1, page 1-2. The Company is 

not proposing any changes to the adjustments it proposed in its rebuttal testimony. 

These adjustments were discussed in my rebuttal testimony.2’ 

A. 

PLEASE COMMENT ON MS. RIMBACK’S SURREBUTTAL 

TESTIMONY (ON PAGE 9) REGARDING THE COMPANY’S PROPOSED 

ADJUSTMENT TO CONTRACTUAL SERVICES FOR ANNUAL AUDIT 

COSTS. 

I have a few comments. First, Ms. Rimback testifies that the Company did not 

provide support for the $8,000 of annual audit costs. In response, the Company is 

providing copies of an annual audit engagement letter from Barry & Moore PC, 

CPAs for the 2013 audit. See Exhibit TJB-RJ3. Second, Ms. Rimback also 

testifies that the term sheet provided in the Company’s financing application did 

not include a requirement for an annual audit. The term sheet may not state that an 

audit is requirement, but my understanding from the Company is that the bank 

intends to require an annual audit and this requirement will be contained within the 

Contractual Services - Annual Audit 

21 Bourassa Rb. at 16-18. 
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V. 

Q* 
A. 

final loan documents. 

RATE DESIGN (H SCHEDULES). 
WHAT ARE THE COMPANY’S PROPOSED RATES? 

The Company’s rejoinder proposed rates are: 

MONTHLY SERVICE CHARGES (All Classes, except Golf Course Irrigation and 

Constnrc tiodHydrant) 

5/8” x 3/4” Meter $ 14.88 

3/4” Meter $ 14.88 

1” Meter $ 24.80 

1 1/2” Meter $ 49.60 

2” Meter $ 79.36 

3” Meter $158.72 

4” Meter $248.00 

5” Meter Remove 

6” Meter $496.00 

8” Meter $793.60 

MONTHLY SERVICE CHARGES (Golf Course Irrigation 

ConstructiodHydrant) 

Golf Course Irrigation $200.00 

ConstructiodHydrant $0.00 

Gallons in minimum (all classes, except golf course irrigation) 

Gallons in minimum (golf course irrigation) 

0 

0 

COMMODITY RATES 
5/8”X3/4” Meter - Res. 1 to4,OOO $ 1.80 

4,001 to 10,000 $2.98 

Over 10,000 $4.16 

11 
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5/8”X3/4” Meter - Corn., Irr.* 

314” Meter - Res. 

314” Meter - Corn., Irr.* 

1” Meter - Res., Corn., Irr. * 

1 54” Meter - Res., Corn., Irr.* 

2” Meter - Res., Corn., Irr.* 

3” Meter - Res., Corn., In.* 

4” Meter - Res., Corn., Irr.* 

6” Meter - Res., Corn., Irr.* 

8” Meter - Res., Corn., Irr.* 

*Except Golf Course Irrigation 

Golf Course Irrigation 

Construction/Hydrant 

12 

1 to 10,000 

Over 10,000 

1 to4,000 

4,001 to 10,000 

Over 10,000 

1 to 10,000 

Over 10,000 

1 to 17,000 

Over 17,000 

1 to 34,000 

Over 34,000 

1 to 54,000 

Over 54,000 

1 to 107,000 

Over 107,000 

1 to 167,000 

Over 167,000 

1 to 334,000 

Over 3 34,000 

1 to 534,000 

Over 534,000 

All gallons 

All gallons 

$2.98 

$4.16 

$ 1.80 

$2.98 

$4.16 

$2.98 

$4.16 

$2.98 

$4.16 

$2.98 

$4.16 

$2.98 

$4.16 

$2.98 

$4.16 

$2.98 

$4.16 

$2.98 

$4.16 

$2.98 

$4.16 

$0.85 

$4.16 
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Q* 

A. 

Q* 
A. 

Q. 
A. 

WHAT WILL BE THE AVERAGE 5/8X3/4 INCH METERED CUSTOMER 

AVERAGE MONTHLY BILL UNDER THE NEW RATES? 

As shown on Schedule H-2, page 1, the average monthly bill under proposed rates 

for a 5/8x3/4 inch metered customer using an average 7,047 gallons is $3 1.15 - 

a $9.66 increase over the present monthly bill or a 44.98 percent increase. 

DO YOU HAVE ANY COMMENTS ON THE STAFF RATE DESIGN? 

Yes. The Staff proposed rates do not produce the Staff revenue requirement. It is 

short by about $11,000. I have spoken with Staff about this issue and my 

understanding is that Staffwill fix their rates. 

DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY? 

Yes. 
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EXHIBIT 
TJB-RJ2 



1.1: 

ARIZONA CORPORATION COMMISSION STAFF'S RESPONSES TO 
LAG0 DEL OR0 WATER COMPANY'S 

FIRST SET OF DATA REQUESTS 

MARCH 19,2014 
DOCKET NO. W-01944A-13-0215 

Please explain and justify the assets balances contained in the a m h d  
Staff work papers which reflect zero original cost and negative 
accumulated depreciation balances, or negative original cost and negative 
accumulated depreciation balances. As part of your response, please 
clarify how these negative balances are not permanent under the Staff 
method of depreciation as reflected in the StafTwork papers. 

RESPONSE StafT reviewed the workpaper which shows the 2012 plant balances, 
accumulated depreciation and net plant (plant balance less accumulated 
depreciation). The actual balance is the last l i e  for each plant 8ccount. 
Other calculations show how the balance is computed. Staff and the 
Company are in agreement as to the Plant Balance of $18,200,199 as 
shown on MJR W-4. 

a) The only account with a -0- plant balance is accouflf 320.2. This is 
not a balance that Staff adjusted. It was included on schedule B-2 
of the application at a -0- amount. 

b) 

c) 

Staff does not see any negative plant balances. 

Both Staff and the Company calculations reflect some accumulated 
depreciation with debit balances. The entry for depreciation is 
debit expense, credit accumulated depreciation. Accumulated 
depreciation would generally show a credit balance. One reason 
for a debit instead of a credit balance is related to the treatment of 
plant retirements. Both Staff and the Company used this treatment. 

RESPONDENT: Mary Rimback, Public Utilities Analyst, Utilities Division, Arkom 
Corporation commission, 1200 West Washington Street, Phoenix, 
Arizona 85007 



EXHIBIT 
TJB-RJ3 



B A R R Y -  M O O R E ,  P . C .  
C E R T I F I E D  P U B L I C  A C C O U N T A N T S  

February 11,2014 

Mr. James Hubbard, Treasurer 
Lago Del Or0 Water Company 
9532 East Riggs Road 
Sun Lakes, AZ 85248 

Dear Jim: 

We are pleased to confirm our understanding of the services we are to provide for the year ended 
December 3 1,2013 for the Lago Del Or0 Water Company. 

We will audit the financial statements of Lago Del Or0 Water Company, which comprise the 
balance sheet as of December 31, 2013, and the related statements of income, capitalization, and 
cash flows for the year then ended, and the related notes to the financial statements. 

Audit Objective 

The objective of our audit is the expression of an opinion about whether your financial 
statements are fairly presented, in all material respects, in conformity with U.S. generally 
accepted accounting principles. Our audit will be conducted in accordance with auditing 
standards generally accepted in the United States of America and will include tests of your 
accounting records and other procedures we consider necessary to enable us to express such 
opinions. We cannot provide assurance that an unmodified opinion will be expressed. 
Circumstances may arise in which it is necessary for us to modify our opinion or add an 
emphasis-of-matter or other-matter paragraph. If our opinion is other than unmodified, we will 
discuss the reasons with you in advance. If, for any reason, we are unable to complete the audit 
or are unable to form or have not formed an opinion, we may decline to express an opinion or to 
issue a report as a result of this engagement 

Audit Procedures 

Our procedures will include tests, of documentary evidence. supporting the transactions recorded in 
the accounts, tests of the physical existence of inventories, and direct confirmation of certain assets 
and liabilities by correspondence with selected customers, creditors, and financial institutions. We 
will also request written representations h m  your attorneys as part of the engagements. At the 
conclusion of our audit, we will require certain written representations &om you about the financial 
statements and related matters. 

2198 East Camelback, Suite 370 Phoenix, Ariama 85016 (602) 2773463 FAX (602) 248-9074 
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An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the 
financial statements; therefore, our audit will involve judgment about the number of transactions to 
be examined and the areas to be tested. An audit also includes evaluating the appropriateness of 
accounting policies used and the reasonableness of significant accounting estimates made by 
management, as well as evaluating the overall presentation of the financial statements. We will plan 
and perform the audit to obtain reasonable assurance about whether the financial statements are fixe 
of material misstatement, whether from (1) errors, (2) fiaudulent frnancial reporting, 
(3)misappropriation of assets, or (4) violations of laws or governmental regulations that are 
attributable to the entities or to acts by management or employees acting on behalf of the entities. 

Because of the inherent limitations of an audit, combined with the inherent limitations of internal 
control, and because we will not perform a detailed examination of all transactions, there j s  a risk 
that material misstatements may exist and not be detected by us, even though the audit are 
properly planned and performed in accordance with US. generally accepted auditing standards. 
In addition, an audit is not designed to detect immaterial misstatements or violations of laws or 
governmental regulations that do not have a direct and material effect on the financial 
statements. However, we will inform the appropriate level of management of any material errors, 
fraudulent financial reporting, or misappropriation of assets that comes to our attention. We will 
also inform the appropriate level of management of any violations of laws or governmental 
regulations that come to our attention, unless clearly inconsequential. Our responsibility as 
auditors is limited to the period covered by our audit and does not extend to any later periods for 
which we are not engaged as auditors. 

Our audit will include obtaining an understanding of the entities and their environments, 
including internal control, sufficient to assess the risks of material misstatement of the financial 
statements and to design the nature, timing, and extent of further audit procedures. An audit is 
not designed to provide assurance on internal control or to identify deficiencies in internal 
control. However, during the audit, we will communicate to you and those charged with 
governance internal control related matters that are required to be communicated under 
professional standards. 

Management Responsibilities 

You agree to assume all management responsibilities for the tax services and any other nonattest 
services we provide; oversee the services by designating an individual, preferably from senior 
management, with suitable skill, knowledge, or experience; evaluate the adequacy and results of 
the services; and accept responsibility for them. 

You are responsible for establishing and maintaining internal controls, including monitoring 
ongoing activities; for the selection and application of accounting principles; and for the fair 
presentation of the financial statements in conformity with U.S. generally accepted accounting 
principles. You are also responsible for making all financial records and related information 
available to us and for the accuracy and completeness of that information. You are also 
responsible for providing us with (1) access to all information of which you are aware that is 
relevant to the preparation and fair presentation of the financial statements, (2) additional 
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information that we may request for the purpose of the audit, and (3) unrestricted access to 
persons within the company from whom we determine it necessary to obtain audit evidence. 

Your responsibilities include adjusting the financial statements to correct material misstatements 
and confirming to us in the management representation letters that the effects of any uncorrected 
misstatements aggregated by us during the current engagements and pertaining to the latest 
period presented are immaterial, both individually and in the aggregate, to the financial 
statements taken as a whole. 

You are responsible for the design and implementation of programs and controls to prevent and 
detect fraud, and for informing us about all known or suspected fraud affecting the company 
involving (1) management, (2) employees who have significant roles in internal control, and (3) 
others where the fraud could have a material effect on the financial statements. Your 
responsibilities include informing us of your knowledge of any allegations of fraud or suspected 
h u d  affecting the company received in communications from employees, former employees, 
regulators, or others. In addition, you are responsible for identifying and ensuring that the entities 
comply with applicable laws and regulations. 

Engagement Administration, Fees, and Other 

We understand that your employees will prepare all cash, accounts receivable, and other 
confirmations we request and will locate any documents selected by us for testing. 

Bernie Barry is the engagement partner and is responsible for supemking the engagements and 
signing the reports. 

Our fees for the audit will be at our regular per diem rates, plus out-of-pocket costs, if any. We 
estimate that our fees will be approximately $8,000. Billings will be rendered monthly and are 
payable upon presentation. 

During the course of the audit, we may observe opportunities for economy in, or improved controls 
over, your operations. We will bring such matters to the attention of the appropriate level of 
management, either orally or in writing. 

We appreciate the opportunity to be of service to you and believe this letter accurately summarizes 
the significant terms of our engagements. If you have any questions, please let us know. If you 
agree with the terms of our engagements as described in this letter, please indicate your agreement 
by signing below and returning a scanned copy to us. 

Sincerely, 

Q 
Barry & Moore, P.C. 



LAG0 DEL OR0 WATER COMPANY 

Discount 

-- 

Invoice Numbcr Net 

1~400.00 

12,400.00 

-- 

Iav Date 

Payment Advicc 

2012 AUDIT 

I07 

Gross 

12,400.00 

Vendor No. Name 
71644 BARRY & MOOREP C 

~~ 

100513 

JPMorgan Chase Baak, N.A 

Payment Advicc 1 Gross 

Stub CheckNo. 314221 
I of I Date 11/08/13 

2012 AUDIT I tz400.00 

12,400.00 

I Address 

LAG0 DEL OR0 WATER COMPANY 
9532 E Riggs Rd 
Sun Lakes, AZ 85248-7411 

2198 E CAMELBACK RD U370 
PHOENIX AZ 85016-4716 

JPMorgan Chase Bank. N.A 

Phoenix, AZ 85038 314221 201 N C h t d  AVC Dcpt 383 91-a1221 

I I Date Aalomt 

I 11/08/13 I $***12,400.00 I 

To , BARRY & MOORJ3Q.C. 
The 

@dw PHOENIXAZ 85016-4716 of 
2198 E CAMELBACK RD #370 

LAG0 DEL OR0 WATER COMPANY 

InvoiccNumba I InvDate 

I 100513 
107 

JPMorgan Chasc Ebnk, NA. 

12.400.00 

Stub CbcckNo. 314221 
1 of 1 Date 11/08/13 

Discount 

I2.400.00 

12,400.00 

71644 BARRY & MOORE P C apchcck 



B A R R Y  M O O R E ,  P . C .  
C E R T I F I E D  P U B L I C  A C C O U N T A N T S  

INVOICE 

TO: Lag0 Dcl Om Water Company Client#12100 
Invoice #: 107 

Date: October 5,2013 
9532 E. Riggs Rd. 
Sun Lakcs, AZ 85248 

For Professional Services Rendered: 

Examination ofDecember31,2012 financial statements. 

Initial audit procedures requhd for December 31,2011 balances. 

Review of historical bookftax differences and provide assistance in 
calculating deferred taxes. 

Review of 2012 company prepared income tax returns, 

S 7,100 

2,400 

2,150 

750 

Total E 12,400 

Please include client number and invoice number on check 

CurrenC $12,400.00 I Over 3 0  $0.00 I O m  60: $0.00 I Over 9 0  $0.00 I Over 120 $0.00 I Total: $12,400.00 

R E C E I V E D  
OCT 3 1 2013 

3RH 

2196 East Camalbaek Road, Suite 370 - Phoenix. Arizona 65M6 (602) 271-5163 FAX (602) 248-9074 mnrw.burymdmwrs.com 

http://mnrw.burymdmwrs.com


RATE BASE 
SCHEDULES 



Line 
- No. 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 
55 
56 
57 
58 
59 
60 
61 
62 
63 

Lago Del Or0 Water Company 
Test Year Ended December 31.2012 

Computation of Increase in Gross Revenue 
Requirements As Adjusted 

Fair Value Rate Base 

Adjusted Operating Income 

Current Rate of Return 

Required Operating Income 

Required Rate of Return on Fair Value Rate Base 

Operating Income Defiaency 

Gross Revenue Conversion Factor 

Increase in Gross Revenue 
Requirement 

Adjusted Test Year Revenues 
Increase in Gross Revenue Revenue Requirement 
Proposed Revenue Requirement 
% Increase 

Customer 
Classification 
518x314 Inch 
314 Inch 
1 Inch 
1 112 Inch 
2 Inch 

518x314 Inch 
314 Inch 
1 Inch 
1 112 Inch 
2 Inch 
3 Inch 
6 Inch 

518x34 Inch 
314 Inch 
1 Inch 
1 112 Inch 
2 Inch 
3 Inch 
4 Inch 
Golf Course 

518x314 Inch 

Residential 
Residential 
Residential 
Residential 
Residential 

Commercial 
Commercial 
Commercial 
Commercial 
Commercial 
Commercial 
Commercial 

Irrigation 
Irrigation 
Irrigation 
Irrigation 
Irrigation 
Irrigation 
Irrigation 
Irrigation 

Construction 

Revenue Annualization 
Subtotal 

Other Water Revenues 
Reconciling Amount 
Rounding 
Total of Water Revenues 

SUPPORTING SCHEDULES: 
6-1 
c-1 
c-3 
H-1 

Exhibit 
Rejoinder Schedule A-1 
Page 1 
Witness: Bourassa 

7,363,846 

(54,838) 

-0.74% 

647,208 

8.79% 

702,046 

1.6356 

1,148,253 

1,882,238 
1,148,253 
3,030,491 

61 .OO% 

Present Proposed Dollar Percent 
&&& 
1,576,999 $ 

35,011 
20,819 

1,651 
9.934 

- $  
6,728 

25,016 
6,996 

37,067 
5,924 

30,305 

- $  
2,052 
1,370 

410 
37,490 
4,044 
1,047 

59,823 

1,750 $ 

Rates Increase 
2,419,025 $ 842,026 

57,126 22,114 
36,336 15,518 
2,999 1,348 

19,649 9,715 

- $  
10,623 3,895 
54.114 29,098 
12,890 5,894 
75,211 38,144 
12,538 6,614 
72,585 42,279 

- $  
3,517 1,465 
2,559 1,189 

789 379 
75,232 37,743 
8,329 4,285 
3,106 2,059 

142,232 82,409 

2.61 1 86 1 

Increase 
53.39% 
63.16% 
74.54% 
81.61% 
97.79% 

0.00% 
57.89% 

116.32% 
84.25% 

102.91 Oh 
11 1.66% 
139.51% 

0.00% 
71.38% 
86.79% 
92.51 Yo 

100.67% 
105.98% 
196.71% 
137.75Oh 

49.21% 
0.00% 

$ 386 $ 1,563 1,177 305.15% 
$ 1,864,821 $ 3,013,034 $ 1,148,212 61.57% 

$ 17,117 $ 17,117 $ 0.00% 
299 340 41 13.71% 

0.00% 
$ 1,882,237 $ 3,030,491 $ 1,148,253 61.00% 



Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Summary of Rate Base 

Exhibit 
Rejoinder Schedule B-I 
Page 1 
Witness: Bourassa 

Line 
- No. 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11  
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 

Original Cost 
Rate base 

Fair Value 
Rate Base 

Gross Utility Plant in Service 
Less: Accumulated Depreciation 

Net Utility Plant in Service 

- Less: 
Advances in Aid of Construction 

Contributions in Aid of Construction 

Accumulated Amortization of ClAC 

Customer Meter Deposits 
Custmer Security Deposits 
Accumulated Deferred Income Tax 

$ 18,200,198 
9,977,386 

$ 8,222,812 

$ 18,2M),198 
9,977,386 

$ 8,222,812 

297,640 

852,693 

(469,879) 

111,854 

66,658 

297,640 

852,693 

(469,879) 

111,854 

66,658 

- Plus: 

Deferred Regulatory Assets TCE Plume 
Deferred Tax Assets 
Allowance for Working Capital 

Total Rate Base $ 7,363,846 $ 7,363,846 

SUPPORTING SCHEDULES: 
8-2 
8-3 
B-5 
E-I 



Line 
- No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 

Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 

Exhibit 
Rejoinder Schedule B-2 
Page 1 
Winess: Bourassa 

Gross Utility 
Plant in Service 

Less: 
Accumulated 
Depreciation 

Net Utility Plant 
in Service 

Less: 
Advances in Aid of 
Construction 

Contributions in Aid of 
Construction - Gross 

Accumulated Amortization of ClAC 

Customer Meter Deposits 
Custmer Security Deposits 
Accumulated Deferred Income Tax 

Plus: 

Deferred Regulatory Assets TCE Plume 
Prepayments 
Materials and Supplies 
Working capital 

Total 

SUPPORTING SCHEDULES: 
8-2, pages 2 
E-1 

Proposed 
Adjusted Adjusted 

at at end 
End of Proforma of 

Test Year Adiustment Test Year 

$ 18,200,198 $ 18,200,198 

8,840,798 1,136,588 9,977,386 

$ 8,222,812 $ 9,359,400 

297,640 

852,693 

(469,879) 

11 1,854 

279.359 

$ 8,287,733 

(212,701) 

297,640 

852,693 

(469,879) 

111,854 

66,658 

S 7.363.846 

RECAP SCHEDULES: 
6-1 



e3 





Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 1 - A 

Line 
- No. 

1 INTENTIONALLY LEFT BLANK 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 

Exhibit 
Rejoinder Schedule B-2 
Page 3.1 
Witness: Bourassa 



Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 1 - B 

Line 
- No. 

1 INTENTIONALLY LEFT BLANK 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 

Exhibit 
Rejoinder Schedule 8-2 
Page 3.2 
Witness: Bourassa 



Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Oriainal Cost Rate Base Proforma Adiustments - 
Adjustment Number 1 - C 

tine 
- No. 
1 
2 

Reconciliation of Plant to Plant Reconstruction 

3 
4 Acct. 
5 N o .  
6 301 
7 302 
8 303 
9 3 0 4  
10 305 
11 306 
12 307 
13 308 
14 309 
15 310 
16 311 
17 320 
18 320.1 
19 320.2 
20 330 
21 330.1 
22 330.2 
23 331 
24 333 
25 334 
26 335 
27 336 
28 339 
29 340 
30 340.1 
31 341 
32 342 
33 343 
34 344 
35 345 
36 346 
37 347 
38 348 
39 
40 
41 
42 

DescriDtion 
Organization Cost 
Franchise Cost 
Land and Land Rights 
Structures and Improvements 
Collecting and Impounding Res. 
Lake River and Other intakes 
Wells and Springs 
Infiltration Galleries and Tunnels 
Supply Mains 
Power Generation Equipment 
Electric Pumping Equipment 
Water Treatment Equipment 
Water Treatment Plant 
Chemical Solution Feeders 
Dist. Reservoirs 8 Standpipe 
Storage tanks 
Pressure Tanks 
Trans. and Dist. Mains 
Services 
Meters 
Hydrants 
Backflow Prevention Devices 
Other Plant and Mise. Equip. 
office Furniture and Fixtures 
Computers and Software 
Transportation Equipment 
Stores Equipment 
Tools and Work Equipment 
Laboratory Equipment 
Power Operated Equipment 
Communications Equipment 
Miscellaneous Equipment 
Other Tangible Plant 
Plant Held for Future Use 

TOTALS 

Adjusted 
Orginal 
- cost 

42,608 
359,681 

2,164,423 

187,864 
3,585,660 

24,640 

1,758,175 
321,969 

6,083,805 
1,888,741 
504,321 
718,857 

36,758 

89,569 

55,787 
351,219 
26,122 

8-2 
Adiustments 

Exhibit 
Rejoinder Schedule E 2  
Page 3.3 
Witness: Bourassa 

Rebuttal 

Orginal Per Plant 
Adjusted Plant Proposed 

Cost Reconstruction Adiustment 

42,608 
359,681 

2,164,423 

187.864 
3,585,660 

24,640 

1,758,175 
321,969 

6,083,805 
1,888.741 
504,321 
718,857 

36,758 

89,569 

55,787 
351,219 
26,122 

42,608 
359,681 

2,164,423 

187,864 
3,585,660 

24,640 

1,758,175 
321,969 

6,083,805 
1,888,741 
504,321 
718,857 

36,758 

89,569 

55,787 
351.219 
26,122 

- $ 18,200,199 $ 18,200,199 $ $ 18,200,199 $ 

43 SUPPORTING SCHEDULE 
44 8-2. pages 3.1 through 3.2 
45 8-2. pages 3.4 through 3.29 
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Line 
- NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 

Lago Del On, Water Company 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 2 - A  

N D  on Purchased Plant 

ACCt. 
- No. 
301 
302 
303 
304 
305 
306 
307 
308 
309 
310 
31 1 
320 

320.1 
320.2 
330 

330.1 
330.2 
331 
333 
334 
335 
336 
339 
340 

340.1 
341 
342 
343 
344 
345 
346 
347 
348 

DescriDtion 
Organization Cost 
Franchise Cost 
Land and Land Rights 
Structures and Improvements 
Collecting and Impounding Res. 
Lake River and Other Intakes 
Wells and Springs 
Infiltration Galleries and Tunnels 
Supply Mains 
Power Generation Equipment 
Electric Pumping Equipment 
Water Treatment Equipment 
Water Treatment Plant 
Chemical Solution Feeders 
Dist Reservoirs & Standpipe 
Storage tanks 
Pressure Tanks 
Trans. and Dist. Mains 
Services 
Meters 
Hydrants 
Badmow Prevention Devices 
Other Plant and Misc. Equip. 
Office Furniture and Fixtures 
Computers and Software 
Transportation Equipment 
Stores Equipment 
Tools and Work Equipment 
Laboratory Equipment 
Power Operated Equipment 
Communications Equipment 
Miscellaneous Equipment 
Other Tangible Plant 
Plant Held for Future Use 

TOTALS 

SUPPORTING SCHEDULE 
8-2, pages 3.1 through 3.2 

Exhibit 
Rejoinder Schedule E 2  
Page 4.1 
Witness: Bourassa 

Orginal 
- cost 

16,508 

74,481 

9,372 
82,196 

48,478 
13,387 

747,934 
79,977 

60,726 

3,529 
0 

$1,136,588 

45 6-2, pages 3.4 through 3.29 



Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 2 - 6  

Exhibit 
Rejoinder Schedule 8-2 
Page 4.2 
WWess: Bourassa 

Line 
- No. 

1 INTENTIONALLY LFET BLANK 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 



tine 
- No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 

Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment Number 2 - C 

Reconciliation of AID to AID Reconstruction 

A d .  
- No. 
301 
302 
303 
304 
305 
306 
307 
308 

Description 
Organization Cost 
Franchise Cost 
Land and Land Rights 
Structures and Improvements 
Collecting and Impounding Res. 
Lake River and Other Intakes 
Wells and Springs 
Infiltration Galleries and Tunnels 

309 Supply Mains 
310 Power Generation Equipment 
31 1 Electric Pumping Equipment 
320 Water Treatment Equipment 

320.1 Water Treatment Plant 
320.2 Chemical Solution Feeders 

330.1 Storage tanks 
330.2 Pressure Tanks 
331 Trans. and Dist. Mains 
333 Services 
334 Meters 
335 Hydrants 
336 Backflow Prevention Devices 
339 Other Plant and Misc. Equip. 
340 Office Furniture and Fixtures 

340.1 Computers and Software 
341 Transportation Equipment 
342 Stores Equipment 
343 Tools and Work Equipment 
344 Laboratory Equipment 
345 Power Operated Equipment 
346 Communications Equipment 
347 Miscellaneous Equipment 
348 Other Tangible Plant 

TOTALS 

330 Dist. Reservoirs & Standpipe 

Loss on Plant Diposal 

SUPPORTING SCHEDULE 
8-2, pages 4.1 through 4.2 
8-2, pages 3.4 through 3.29 

Adjusted 
Orginal 
- cost 

123.773 

1,237,863 

9,102 
1,268,371 

1,726 

999.447 
153,633 

3,112,967 
984,751 
329,187 
406,730 

9,860 

(23.1 59) 

44,485 
183,184 

(1,121 1 

8-2 
Adiustments 

16,508 

74.481 

9,372 
82,196 

48.478 
13,387 

747.934 
79,977 

60,726 

3,529 
0 

Exhibit 
Rejoinder Schedule E 2  
Page 4.3 
Witness: Bourassa 

AID 
Adjusted AID Proposed 
Orginal Per AID 
- cost Reconstruction Adiustment 

140.281 

1,312,344 

18,474 
1,350,567 

1.726 

1,047.925 
167,020 

3,860,901 
1,064,728 

329,187 
467,456 

9,860 

(23.1 59) 

44,485 
186,713 

(1,121) 

140,281 

1,312,344 

18,474 
1,350,567 

1,726 

1,047,925 
167,020 

3,860.901 
1,064,728 

329,187 
467,456 

9,860 

(23,159) 

44,485 
186,713 

(1,121) 

$ 8,840,798 $ 1,136.588 $ 9,977,386 $ 9,977,386 $ 



Lago Del Or0 Water Company 
Test Year Ended December 31.2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment 3 

Contributions-in-Aid of Construction ICIAC) and Accumulated Amortization 

Line 
- No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

Computed balance at 12/31/2012 

Book balance at 12/31/2012 

Increase (decrease) 

Adjustment to CIACIAA ClAC 
Label 

SUPPORTING SCHEDULES 

8-2, page 5.1 to 5.4 
E-I 

Exhibit 
Rejoinder Schedule 8-2 
Page 5 
Witness: Bourassa 

Gross Accumulated 
ClAC Amortization 

$ 852,693 $ 469,879 

$ 852,693 $ 469,879 

$ $ 

$ $ 
3a 3b 





10 - 
00 
N m 





Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Original Cost Rate Base Proforma Adjustments 
Adjustment 4 

Advances-in.-Aid of Construction (AIAC) 
Line 
- No. 
1 
2 
3 
4 Computed balance 
5 
6 
7 
8 increase (decrease) 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 SUPPORTING SCHEDULES 
20 E-1 
21 Workpapers 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 

Adjusted balance at per Direct 

Exhibit 
Rejoinder Schedule 5 2  
Page 6 
Witness: Bourassa 

$ 297,640 

$ 297,640 

$ 
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C r n  





Line 
- No. 
I 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Computation of Working Capital 

Cash Working Capital (118 of Allowance 
Operation and Maintenance Expense) 

Pumping Power (1/24 of Pumping Power) 
Purchased Water (1/24 of Purchased Water) 
Prepaid Expenses 

Total Working Capital Allowance 

Working Capital Requested 

Total Operating Expense 
Less: 
Income Tax 
Property Tax 
Depreciation 
Purchased Water 
Pumping Power 
Allowable Expenses 
1/8 of allowable expenses 

SUPPORTING SCHEDULES: 
E-1 

Exhibit 
Rejoinder Schedule 8-5 
Page 1 
Witness: Bourassa 

$ 78,175 

18.451 

$ 96,626 

Adiusted Test Year 
$ 1,937,076 

$ (85,942) 
93,667 

861,127 
442,823 

$ 625,401 
$ 78,175 

RECAP SCHEDULES: 
B-I 



Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Income Statement 

Line 
& 

1 Revenues 
2 Metered Water Revenues 
3 Unmetered Water Revenues 
4 Other Water Revenues 
5 
6 Operating Expenses 
7 Salaries and Wages 
8 Employee Pensions and Benefits 
9 Purchased Water 
10 Purchased Power 
11 Fuel For Power Production 
12 Chemicals 
13 Materials and Supplies 
14 ORce Supplies and Expense 
15 Contractual Services - Engineering 
16 Contractual Services - Accounting 
17 Contractual Services - Legal 
18 Contractual Services - Other 
19 Contractual Services - Testing 
20 Rents 
21 Transportation Expenses 
22 Insurance - V e h i  
23 Insurance - General Liabilii 
24 
25 
26 Bad Debt Expense 
27 Miscellaneous Expense 
28 Depreciation and Amortization Expense 
29 Taxes Other Than Income 
30 Property Taxes 
31 Income Tax 
32 
33 Total Operating Expenses 
34 Operating Income 
35 Other Income (Expense) 
36 Interest Income 
37 Other income 
38 Interest Expense 
39 Other Expense 
40 
41 Total Other Income (Expense) 
42 Net Profit (Loss) 
43 
44 SUPPORTING SCHEDULES: 
45 C-1, page 2 
46 E-2 
47 

Reg. Comm. Exp. - Other 
Reg. Cornm. Exp. - Rate Case 

Test Year 
Adjusted 
Results 

$ 1,865,121 

17,117 
$ 1,882,238 

$ 169,991 
35,228 

442.823 

21,969 
80,299 
66.431 

533 
166 

57,785 
22,433 
9,435 

42,440 
5,165 

20,083 
855 

55,000 
4,922 

19,274 
861,127 

98,597 
(128,849) 

$ 1.885.708 
S (3,470) 

(204,322) 

Exhibn 
Rejoinder Schedule C-1 
Page 1 
Witness: Bourassa 

Rejoinder Rejoinder 
Test Year Proposed Adjusted 
Adjusted Rate with Rate 

Adiustrnent Results Increase Increase 

$ - $ 1,865,121 $ 1,148,253 $ 3,013,374 

$ 

8,000 

5.392 

17,117 17.117 
$ 1,882.238 $ 1,148,253 $ 3.030.491 

$ 169,991 
35.228 

442.823 

21,969 
80.299 
66,431 

8,533 
166 

57,785 
27,825 
9.435 

42,440 
5,165 

20,083 
855 

55,000 
4,922 

19.274 
861.127 

$ 169,991 
35,228 

442,823 

21,969 
80.299 
66,431 

8,533 
166 

57,785 
27,825 
9.435 

42,440 
5,165 

20.083 
855 

55,000 
4,922 

19.274 
861,127 

(4,930) 93,667 19,635 11 3.302 
42,906 (85.942) 426,572 340,629 

$ 51,368 $ 1,937,076 $ 446,207 $ 2,383,283 
$ (51,368) $ (54,838) $ 702,046 $ 647,208 

106.088 (98,234) 

$ (204,322) $ 106.088 0 (98,234) $ - $ (98,234) 
$ (207,792) 

RECAP SCHEDULES: 
A- 1 
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Line - No. 
1 
2 
3 
4 Revenues 
5 
6 Expenses 
7 
8 Operating 
9 Income 
10 
11 Interest 
12 Expense 
13 Other 
14 Income/ 
15 Expense 
16 
17 Netlncome 
18 
19 
20 
21 
22 
23 
24 
25 Revenues 
26 
27 Expenses 
28 
29 Operating 
30 Income 
31 
32 Interest 
33 Expense 
34 Other 
35 Income1 
36 Expense 
37 
38 Netlncome 
39 
40 

Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Adjustments to Revenues and Expenses 

Exhibit 
Rejoinder Schedule C-2 
Page 1 
Witness: Bourassa 

Adiustments to Revenues and Exoenses 
3 4 5 - 6 - 1 - 2 

water Outside Additional 
Property Testing Financial Water Testing Interest 

ExDense Svnch. Subtotal Deoreciation Taxes Expense Audit Costs 

(4,930) (548) 8,000 5,940 8,462 

106,088 106,088 

548 (8,000) (5,940) 106,088 97,626 4,930 

Adiustments to Revenues and Exoenses 
8 9 10 11 12 

Intentionally Intentionally Intentionally intentionally Intentionally 
Left Left Left Left Left 

- 7 

Income 

- Blank Blank Blank Subtotal - Taxes Blank 

51,368 42,906 

(51.368) (42,906) 

106.088 

54,720 (42,906) 



Line 
- No. 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 

Acct - No. 
301 
302 
303 
304 
305 
306 
307 
308 
309 
310 
31 1 
320 

320.1 
320.2 
330 

330.1 
330.2 
331 
333 
334 
335 
336 
339 
340 

340.1 
341 
342 
343 
344 
345 
346 
347 
348 

Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Adjustments to Revenues and Expenses 
Adjustment Number 1 

Depreciation ExDense 

DescriDtion 
Organization Cost 
Franchise Cost 
Land and Land Rights 
Structures and Improvements 
Collecting and Impounding Res. 
Lake River and Other Intakes 
Wells and Springs 
Infiltration Galleries and Tunnels 
Supply Mains 
Power Generatii Equipment 
Electric Pumping Equipment 
Water Treatment Equipment 
Water Treatment Plant 
Chemical Solution Feeders 
Dist Reservoirs 8 Standpipe 
Storage tanks 
Pressure Tanks 
Trans. and Dist. Mains 
Services 
Meters 
Hydrants 
Backflow Prevention Devices 
Other Plant and Mix. Equip. 
Office Furniture and Fixtures 
Computers and Sofhvare 
Transportation Equipment 
Stores Equipment 
Tools and Work Equipment 
Laboratory Equipment 
Power Operated Equipment 
Communications Equipment 
Miscellaneous Equipment 
Other Tangible Plant 

TOTALS 

Less: Amortization of Contributions 

Original 
- cost 

$ 

42,608 
359,681 

2,164,423 

187,864 
3,585,660 

24,640 

1,758,175 
321,969 

6,083,805 
1,888,741 

504,321 
718,857 

36,758 

89,569 

55,787 
351,219 
26,122 

Adjusted 
Non-Depr. or Original 

Fullv DeDr. Plant 
$ 

(42,608) 
359,681 

2,164,423 

187,864 
3,585,660 

24.640 

1,758,175 
321,969 

6,083,805 
1,886,741 

504,321 
718,857 

36,758 

89,569 

55,787 
351,219 
26,122 

Exhibit 
Rejoinder Schedule C-2 
Page 2 
Witness: Bourassa 

ProDosed DeDreciation 
Exwnse - Rates 

0.00% $ 
0.00% 
0.00% 
3.33% 11,977 
2.50% 
2.50% 
3.33% 72,075 
6.67% 
2.00% 
5.00% 9,393 

12.50% 448.207 
3.33% 
3.33% 

m.oo% 4,928 
2.22% 
2.22% 39,031 
5.00% 16,098 
2.000/0 121,676 
3.33% 62,895 
8.33% 42,010 
2.00% 14.377 
6.67% 
6.67% 
6.67% 2,452 

20.00% 
20.00% 17,914 
4.00% 
5.00% 

10.00% 
5.00% 2,789 

10.00% 35,122 
10.00% 2,612 
10.00% 

$ 18,200,199 $ (42,608) $ 18,157,591 $ 903,558 

Gross ClAC Amort. Rate 
$ 852,693 4.9762% $ (42,432) 

Total Depreciation Expense 

Adjusted Test Year Depreciation Expense 

Increase (decrease) in Depreciation Expense 

Adjustment to Revenues andor Expenses 

SUPPORTING SCHEDULE 
B-2, page 3 'Fully DepredatedlAmortized 

$ (42,432) 
$ 861,127 

861,127 



Line 
- No. 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

Lago Del Oro Water Company 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 2 

P r o m  Taxes 

DESCRIPTION 
Company Adjusted Test Year Revenues 
Weight Factor 
Subtotal (Line 1 * Line 2) 
Company Recommended Revenue 
Subtotal (Line 4 + Line 5) 
Number of Years 
Three Year Average (Line 5 I Line 6) 
Department of Revenue Mutilplier 
Revenue Base Value (Line 7 * Line 8) 
Plus: looh of CWlP (intentionally excluded) 
Less: Net Book Value of Licensed Vehicles 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 
Assessment Value (Line 12 Line 13) 
Composite Property Tax Rate - Obtained from ADOR 
Test Year Adjusted Property Tax Expense (Line 14 * Line 15) 
Tax on Parcels 
Total Property Taxes (Line 16 + Line 17) 
Test Year Property Taxes 
Adjustment to Test Year Property Taxes (Line 18 - Line 19) 

Property Tax on Company Recommended Revenue (tine 16 + Line 17) 
Company Test Year Adjusted Property Tax Expense (Line 18) 
Increase in Property Tax Due to Increase in Revenue Requirement 

Exhibit 
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Test Year Company 
as adiusted Recommended 

$ 1.882,238 $ 1,882,238 
2 2 

3,764,476 3,764,476 
1,882.238 3,030,491 
5,646.713 6,794,967 

3 3 
1,882.238 2,264,989 

2 2 
3,764,476 4,529,978 

112,728 1 12,728 
3,651 748 4,417,250 

19.0% 19.0% 

13.5000% 13.5000% 
$ 93.667 $ 1 13,302 

839,278 693,832 

$ 93,667 
$ 98,597 

$ 113,302 
$ 93,667 
t 19,635 

Increase in Property Tax Due to Increase in Revenue Requirement (Line 24) 
Increase in Revenue Requirement 
Increase in Property Tax Per Dollar Increase in.Revenue (Line 26 I Line 27) 

$ 19,635 
$ 1,148,253 

1.71000% 



Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 3 

Water Testina Expense 

Line 
- No. 

1 
2 
3 
4 
5 
6 Increase(decrease) Rate Case Expense 
7 
8 Adjustment to Revenue and/or Expense 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 Reference 
20 Staf Adjustment 1 

Staff Recommended Water Testing Expense 

Adjusted Test  Year Water Testing Expense 

Exhibit 
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$ 21,885 

$ 22,433 
$ (548) 

$ (548) 



Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 4 

Outside Audit Costs 

Line 
- No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 SUPPORTING SCHEDULES 
14 Testimony 
15 
16 
17 
18 
19 
20 

Costs for required annual audits related to debt financing 

Adjustment to Contractual Services -Accounting 

Adjustment to Revenue and/or Expense 

Exhibit 
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$ 8,000 

8,000 

$ 8,000 



Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Adjustment to Revenues and Expenses 
Adjustment Number 5 

Exhibit 
Rejoinder Schedule C-2 
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Water Testina &Dense 

Line 
- No. 

1 
2 
3 
4 EPA Unregulated Contaminant Monitoring Required Testing Rule 3 $ 32,280 
5 
6 LDO altocattion 
7 
8 
9 
10 Amortization period (years) 
11 
12 Annual Amortization of Testing Expoense 
13 
14 
15 Adjustment to Revenue andlor Expense 
16 
17 SUPPORTING SCHEDULES 
18 Testimony 
19 
20 

LDO allocated share of costs 

92.00% 

$ 29,698 

5 

$ 5.940 

$ 5,940 



Line 
_. No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 

Lago Del Or0 Water Company 
Test Year Ended December 31,201 2 

Adjustment to Revenues and Expenses 
Adjustment Number 6 

Interest Svnchronization 

Fair Value Rate Base 
Weighted Cost of Debt 
Interest Expense 

Test Year Interest Expense 

Increase (decrease) in Interest Expense 

Adjustment to Revenue andlor Expense 

Weiahted Cost of Debt Cornwtation 

Debt 
Equity 
Total 

Exhibit 
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$ 7,363,846 
1.33% 

$ 98,234 

$ 204,322 

(1 06,088) 

$ 106,088 

Weighted 
- cost - cost Percent 

29.00% 4.601 1.33% 
71 .OO% 

100.00% 
10.50% 7.46% 

8.79% 



Line 

Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Adjustment to Revenues and/or Expenses 
Adjustment Number 7 

- No. 
1 IncomeTaxes 
2 
3 
4 Computed Income Tax 
5 
6 
7 
8 
9 
10 
11 
12 
13 SUPPORTING SCHEDULE 
14 C-3.page2 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 

Test Year Income tax Expense 
Adjustment to Income Tax Expense 

Exhibit 
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Test Year Test Year 

5 (85.942) 5 340,629 
(128,849) (85,942) 

5 42,906 5 426,572 

at Present Rates at ProDosed Rates 



Lago Del Or0 Water Company 
Test Year Ended December 31,2012 

Computation of Gross Revenue Conversion Factor 

Line 
- No. Description 

1 Combined Federal and State Effective Income Tax Rate 
2 
3 Property Taxes 
4 
5 
6 Total Tax Percentage 
7 
8 
9 
10 
11 
12 

Operating Income YO = 100% Tax Percentage 

Exhibit 
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Percentage 
of 

Incremental 
Gross 

Revenues 
37.796% 

13 1 = Gross Revenue Conversion Factor 
14 Operating Income YO 

1.064% 

38.860% 

61.140% 

15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 SUPPORTING SCHEDULES: 
26 C-3, page2 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 

1.6356 

RECAP SCHEDULES: 
A- 1 



GROSS REVENUE CONVERSION FACTOR 

0 f G W  R- 
1 R t v a u e  100 DWo% 
2 I h m l l s d b * F . d ~ ( h a l l )  owoo% 
3 RNsMes(L1 -u) 1 w  WWH 
4 38 8596% 
5 subtohl(L3-L4) 61 1404% 
6 h u e  Con- F r t D r  I L l  I L n  1635580 

CMnbvled Fadaal and SBte lnams Tax and prSrnr Tax Rate ( h e  23) 

;"" 
cMm(nedFedaal and SBteTax Rate (Ll7) 
Qle Minus Combined ln-e Tax Rate (L7 - LE ) 9 

10 UncollntibleRate 
11 U n m e F r t a ( L 9 ' L l O )  

lW.WOO% 
37.7959% 
622MlH 
0.- 

0.OwOX 

-ofElT.&WT=RWk 
12 O$emIhq lnmme W e  Taxes (prizrm Taxable Income) 1w.wooH 

14 FsdenlTsaMeIncoms(L12-Ll3) 9 3 . 5 m  
13 M w n a  Slate Irmm Tar Rata 6.5000)6 

15 rpplitaMs Fadasl l n m  Tax Rate (L56 Col F) 33.4716% 
16 EffedveFadanllnnmeTaxRate(Ll4rL15) 31 2959% 
17 Cambined Fadasl n d  State lrmme Tax Rate (L13 +Lie.) 37.7959.k 

WadkXim OfEllbdm, Roam, Tax F s l g  
18 hllq l o o m %  
19 Combined Fadaal and SDts lrrome Tar RaM 617) 37.- 
to Dm M i  Combined I m e  Tax Rak (Li84.19) 62.2041% 

22 EtrnUveRopar*TaxFada(UQUt) 1.0637% 
21 RopertyTarFldor 1.7100% 

23 Combined Federal ad Sate l m e  Tar md RDpaN Tax Rate (UT+=) 3.8596% 

24 RqtiredOpanbinplnmme I 647.208 
25 A c p u \ a s r a t Y c r ~ a E l g k r o m e ~ )  I (54.a38l 
26 Replind I- in opnfing Inmme(U4 - Us) s 702,046 

27 Income Taxes m R s c r m m a W  Revenue (Col. (F). rsz) I 340.629 
28 Innme Tax- m Tesl Yew Revenue (col. (C). L52) I (85.9421 
29 w e d  Increase in Rams to Provide tp Incorns Taxes (u7 - M) s 428.572 

35 RopertyTar*inRemmmadedRaava I 113.W 
s 93867 36 RDpaNTaxwTer tYeaRmnue 

37 Increase in RDpWtv Tax Due to Incnrme in Revnua (UCWS) s 19.635 

38 T M  R e W d  I- in Reusme (L.?8+ I29 + L37) S 1,148,253 

39 Reu- 
40 Ex- Exdudno l m e  Taxes 
41 Smshrmized lntaarrt (L47) 
42 Arilma Taxawe Inmme (L39 - L40 - L41) 
43 M w n a  Sate E w e  Inmme Tax Rale (meewmkmpers) 
U M m  l m c  Tax (L42 x LU) 
45 F a W  Taxable illcome (L42- LU) 
46 
47 Fedenl Tax W Fhl I m e  %a&& ($1 - W.OW) (D 15% 
48 Fedual Tax on Semnd l n m c  BncM W . W l -  S75.ooOJ @ 25% 
49 F ~ l T a r m T h i r d I m e & a M ( $ 7 5 , W l  -IlW.WO)(DY% 
50 Fedenl Tax an Fourh kmme BRckd (SlW.Wl- U35.W (D 3% 
51 FedenlTaxanFdU~InxneBrrM(UJS.Wl JlIl.Om.O00)~34% 
52 
53 To(alFedwallnmmeTol 
54 Combined Fadasl and Swe l n m c  Tax (L35 + Lu) 

Tes lYm 

1.f.e.2238 f 1.882.258 
2023,018 2.m3.018 

98 2.3 
(239.014) (239,014) 
6.5000% 
(15.536) 115.~6) 

(223.478) m . 4 7 e  

55 - w e  Fadaal InCOme Tax Rate ICol. IDI, L53 - col. IAI, L53 I Icd. ID]. L45 - Cd. [AI. L451 
56 wAsToNATERl\ppusable Fedcrsl lnmma Tax R1F IW. IEI. L53. co). IBl. L53l I ICd. IEl. L45 - cd. P l .  L45l 
57 W i M e  ~ e d e n l  tnmme Tax Rate (Col. m. LSJ - Cd. (CI. L531 I I c d .  IFI. L45 - cd. lcl. L451 

S 3,030,491 
2.042.653 2,042,853 

889.605 

57.1124 57.624 
831.781 831,780 

7.500 

91,650 
168805 

s 7.500 1; 91.650 :"I 
168.905 

s 282.05 I I s  m.8W 
s 340.630 I I S  340.m 

33.4716% 
0.- 

33.4716% 

58 RaleBuu, I 7.363.846 
1.3340% 



Line - No. 
1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 
55 
56 
57 
58 
59 

Meter Size 
518x314 Inch 
314 Inch 
1 Inch 
1 112 Inch 
2 Inch 

518x314 Inch 
314 Inch 
1 Inch 
1 112 Inch 
2 Inch 
3 Inch 
6 Inch 

518x314 Inch 
34 Inch 
1 Inch 
1 112 Inch 
2 Inch 
3 Inch 
4 Inch 

Golf Course 

518x314 Inch 

Lago Del Or0 Water Company 
Revenue Summary 

Test Year Ended December 31,201 2 

Classification 
Residential 
Residential 
Residential 
Residential 
Residential 

Commercial 
Commercial 
Commercial 
Commercial 
Commercial 
Commercial 
Commercial 

Irrigation 
Irrigation 
Irrigation 
Irrigation 
Irrigation 
Irrigation 
Irrigation 

Irrigation 

HydranffConstruction 

Subtotals of Revenues 

Revenue Annualizations: 
518x314 Inch 
3/4 Inch 
1 Inch 
1 112 Inch 
2 Inch 

518x314 Inch 
314 Inch 
1 Inch 
1 112 Inch 
2 Inch 
3 Inch 
6 Inch 

518x34 Inch 
34 Inch 
1 Inch 
1 112 Inch 
2 Inch 
3 Inch 
4 Inch 

Residential 
Residential 
Residential 
Residential 
Residential 

Commercial 
Commercial 
Commercial 
Commercial 
Commercial 
Commercial 
Commercial 

Irrigation 
Irrigation 
Irrigation 
Irrigation 
Irrigation 
Irrigation 
Irrigation 

Subtotal Revenue Annualization 

Total Revenues w/ Annualization 
Misc Revenues 
Reconciling Amount 
Total Revenues 

Total Total 
Revenues Revenues 

at at 
Present Proposed Dollar - Rates - Rates Chanoe 

8 1.576.999 $ 2.419.025 $ 842.026 
351011 57; 126 
20,819 36,336 
1,651 2,999 
9,934 19,649 

- $  - $  
6,728 10,623 
25,016 54,114 
6,996 12,890 
37,067 75,211 
5,924 12,538 
30,305 72.585 

- $  - $  
2,052 3,517 
1,370 2,559 
410 789 

37,490 75,232 
4.044 8,329 
1,047 3,106 

59.823 $ 142,232 $ $ 

$ 1,750 $ 2,611 $ 

22;114 
15,518 
1,348 
9,715 

3,895 
29.098 
5,894 
38,144 
6,614 
42,279 

1,465 
1,189 
379 

37,743 
4.285 
2,059 

82,409 

86 1 

$ 1,864.436 $ 3,011,471 $ 1,147.035 

- $  - $  
735 1,232 497 
(489) (1,017) (527) 

3,740 6,999 3,259 

- $  - $  
165 276 1 1 1  
859 1,611 752 

$ 386 $ 1,563 $ 1.177 
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Percent 
of 

Present 
Percent Water 
Chanae Revenues 

53.39% 83.78% 
63.16% 
74.54% 
81.61% 
97.79% 

0.00% 
57.89% 

1 16.32% 
84.25% 
102.91% 
111.66% 
139.51% 

0.00% 
71.38% 
86.79% 
92.51% 
100.67% 
105.98% 
196.71% 

137 75% 

49.21% 

61.52% 

45.68% 

68.91% 
0.00% 
91.97% 

0.00% 
67.59% 
107.78% 
0.00% 
87.16% 
0.00% 
O.M)% 

0.00% 
67.06% 
87.62% 
0.00% 
0.00% 
0.00% 
0.00% 

305.15% 

51.83% 

$ 1,864,821 $ 3,013,034 $ 1,148,212 61.57% 
17,117 17,117 0.00% 
299 340 41 13.71% 

1.86% 
1.11% 
0.09% 
0.53% 

0.00% 
0.36% 
1.33% 
0.37% 
1.97% 
0.31% 
1.61% 

0.00% 
0.11% 
0.07% 
0.02% 
1.99% 
0.21% 
0.06% 

3.18% 

0.09% 

99.05% 

-0.18% 
0.03% 
-0.01% 
0.00% 
-0.09% 

0.00% 
0.04% 
-0.03% 
0.00% 
0.20% 
0.00% 
0.00% 

0.00% 
0.01% 
0.05% 
0.00% 
0.00% 
0.00% 
0.00% 

0.02% 

99.07% 
0.91% 
0.02% 

100.00% 

Percent 
of 

Proposed 
Water 

Revenues 
79.82% 
1.89% 
1.20% 
0.10% 
0.65% 

0.00% 
0.35% 
1.79% 
0.43% 
2.48% 
0.41% 
2.40% 

0.00% 
0.12% 
0.08% 
0.03% 
2.48% 
0.27% 
0.10% 

4.69% 

0.09% 

99.37% 

-0.16% 
0.03% 
-0.01% 
0.00% 
4.11% 

0.00% 
0.04% 
-0.03% 
0.00% 
0.23% 
0.00% 
o.owo 
0.00% 
0.01% 
0.05% 
0.00% 
0.00% 
0.00% 
0.00% 

0.08% 

99.42% 
0.56% 
0.01% 

100.00% 
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Line 
- No. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
30 
39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 
53 
54 
55 

Lago Del Oro Water Company 
Present and Proposed Rates 

Test Year Ended December 31, 2012 

Meter and Service Line Chames 
Present Proposed 

Present Meter Proposed Meter 
Service Install- Total Service Install- Total 

Line ation Present Line ation Proposed 

518 x 314 Inch 
314 Inch 
1 Inch 
1 112 Inch 
2 Inch 
2 Inch Turbo 
2 Inch. Compound 
3 Inch 
3 Inch Turbo 
3 Inch. compound 
4 Inch 
4 Inch Turbo 
4 Inch, compound 
5 Inch 
6 inch 
6 Inch Turbo 
6 Inch, compound 
8 Inch 
8 Inch or Larger 

Chame 
250.00 
275.00 
300.00 
450.00 
625.00 
NT 
NT 
800.00 
NT 
NT 
975.00 
NT 
NT 

1,150.00 
1,325.00 

NT 
NT 

NT 
1,500.00 

' Based on ACC Staff Engineering Memo dated Feburary 21,2008 
NT = No Tariff 

Other Chames: 
Present 

Chame' Chame' Charae' 
$ 385.00 $ 135.00 $ 520.00 

415.00 205.00 620.00 
465.00 265.00 730.00 
520.00 475.00 995.00 

800.00 995.00 1.795.00 
800.00 1,840.00 2,640.00 

1,015.00 1,620.00 2,635.00 
1,135.00 2,495.00 3,630.00 

cost cost cost 

10.00 

$ 30.00 

I 1 1 1 

I 1 
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1 t----------l 
I 1 1 1 1 c 1 1 u 

Number of months off the system times the monthly minimum. 
** Per Rule R14-2-403.8 

NT = No Tariff 
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8 
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10 
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14 
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FENNEMORE CRAIG 
A Professional Corporation 
Jay L. Shapiro (No. 014650) 
2394 East Camelback Road, Suite 600 
Phoenix, Arizona 85016 
Telephone (602) 916-5000 

Attorneys for Lago Del Oro Water Company 

BEFORE THE ARIZONA CORPORATION COMMISSION 

IN THE MATTER OF THE APPLICATION 
OF LAG0 DEL OR0 WATER COMPANY, 
AN ARIZONA CORPORATION, FOR A 
DETERMINATION OF THE FAIR VALUE 
OF ITS UTILITY PLANTS AND 
PROPERTY AND FOR INCREASES IN ITS 
WATER RATES AND CHARGES FOR 
UTILITY SERVICE BASED THEREON. 
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THOMAS J. BOURASSA 

(COST OF CAPITAL) 
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I. 

Q. 
A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

I. 

Q. 
A. 

INTRODUCTION AND QUALIFICATION 

PLEASE STATE YOUR NAME AND ADDRESS. 

My name is Thomas J. Bourassa. My business address is 139 W. Wood Drive, 

Phoenix, Arizona 85029. 

ON WHOSE BEHALF ARE YOU TESTIFYING IN THIS PROCEEDING? 

I am testifjmg in this proceeding on behalf of the applicant, Lago Del Oro Water 

Company (“LDO’ or “Company”). 

ARE YOU THE S A M E  THOMAS J. BOURASSA THAT FILED DIRECT 

AND REBUTTAL TESTIMONY ON RATE BASE, INCOME STATEMENT, 

REVENUE REQUIREMENT AND RATE DESIGN IN THIS DOCKET? 

Yes. 

DID YOU ALSO PREPARE DIRECT AND REBUTTAL TESTIMONY OB 

COST OF CAPITAL ON BEHALF OF LDO IN THIS CASE? 

Yes. 

DID YOU ALSO PREPARE REJOINDER TESTIMONY ON INCOME 

STATEMENT, REVENUE REQUIREMENT AND RATE DESIGN IN THIS 

DOCKET? 

Yes, my rejoinder testimony on rate base, income statement, revenue requiremen 

and rate design is being filed in a separate volume at the same time as thi: 

testimony. In this volume, I present my cost of capital rejoinder testimony 

SUMMARY OF REJOINDER TESTIMONY AND THE PROPOSED COS7 
OF CAPITAL FOR THE COMPANY 

A. Summary of Comoanv’s Reioinder Recommendation 

HAVE YOU UPDATED YOUR COST OF CAPITAL ANALYSIS? 

No. I updated my cost of capital analysis on my rebuttal testimony filed 01 

February 14, 2014. I updated my cost of capital in my rebuttal testimony becausc 
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Q. 

A. 

Q* 

A. 

of the significant period of time between the Company’s direct filing and its 

rebuttal filing. I did not feel the need to provide an additional update at this time 

because my rebuttal update is less than 1 month old. 

PLEASE SUMMARIZE YOUR RECOMMENDED REJOINDER COST OF 

DEBT AND EQUITY, AND YOUR RECOMMENDED REJOINDER RATE 

OF RETURN ON RATE BASE. 

I continue to recommend a cost of equity of 10.50 percent based on my most recent 

cost of capital analysis. The results of my cost of capital analysis can be found in 

my rebuttal testimony.’ The Company’s recommended capital structure consists of 

29 percent debt and 71 percent common equity as shown on Rejoinder Schedule D- 

1. Based the 

Company’s recommended cost of equity’ cost of debt and capital structure, the 

Company’s weighted cost of capital (“WACC”) is 8.79 percent, as shown on 

Rejoinder Schedule D- 1. 

B. 

PLEASE SUMMARIZE THE COST OF DEBT AND EQUITY 

RECOMMENDED BY STAFF, AND THE STAFF RECOMMENDATIONS 

FOR THE RATE OF RETURN ON FAIR VALUE RATE BASE. 

Staff has updated its cost of capital analysis in its surrebuttal testimony and 

recommends a cost of equity of 9.7 percent based on the average cost of equity 

produced by its DCF models and a 60 basis point economic assessment 

adjustment.2 This is a 60 basis point increase over Staffs direct. Staff also 

The Company’s recommended cost of debt is 4.6 percent. 

Summary of the Recommendations of Staff 

See Rebuttal Testimony of Thomas J. Bourassa - Cost of Capital (“Bourassa COC Rb.”) 
at 1-2. 

See Surrebuttal Testimony of John A. Cassidy (“Cassidy Sb.”) at 6. 
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Q. 

A. 

Q. 

recommends a capital structure consisting of 29 percent debt and 71 percent 

equity.3 Based on Staffs recommended capital structure, Staff determined the 

WACC for Pima to be 8.2 per~ent .~  

C. 

PLEASE RESPOND TO MR. CASSIDY’S SURREBUTTAL TESTIMONY 

(ON PAGE 4) THAT REALIZED HISTORICAL RETURNS DO NOT 

RELFECT THE COST OF EQUITY. 

I find Mr. Cassidy’s testimony perplexing. Mr. Cassidy’s DCF growth rates are 

heavily dependent on historical information. He uses 10 year historical measures 

of growth to develop his prospective (forward looking) cost of equity  estimate^.^ 
Looking at past realized returns is no different. Mr. Cassidy simply cannot have it 

both ways. If historical growth rates are relevant to developing investor 

expectations of the future, historical returns (what investors actually realized) are 

no less relevant. Accordingly, Mi. Cassidy’s complaints (on page 3 of his 

surrebuttal testimony) about my analysis of the implied growth rate of 9.0 percent 

using 3-year historical total returns are unfounded. Investors look at all available 

information (both historical and prospective) when developing their expectations of 

the future. 

DO YOU HAVE ANY COMMENT REGARDING MR. CASSIDY’S 

SURREBUTTAL TESTIMONY (ON PAGE 5) REGARDING THE LOWER 

CURRENT MARKET RISK PREMIUM FOR YOUR CAPM MODEL? 

Responses to Staff’s Surrebuttal Testimonv 

Id. 
Id. 
Id. 
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Q. 
A. 

I have a few comments. First, I do not dispute that my analysis of the current 

market risk premium (“MRF’”) used in my current MRP CAPM indicates that the 

MRP is lower than when I estimated it for my direct testimony. I have pointed out 

that even my approach to estimating the current MRP is subject to volatility, but 

less so than the approach Staff has used in the past for estimating the current 

MRP! 

Second, I would note that Staff has abandoned the CAPM in this case and 

exclusively relies on its DCF models to estimate the cost of equity. Staff can offer 

its own explanation, but it sure looks like the CAPM has been abandoned by Staff 

because of the unreasonably low results being produced. 

Third, despite my lower current MRP estimate, my over-all cost of equity 

results have increase fiom 9.9 percent in my direct testimony to 10.2 percent in my 

rebuttal testimony. Staffs cost of equity estimated has also increased, fiom 9.3 

percent in its direct testimony to 9.7 percent in it surrebuttal testimony. So, at leas1 

both parties agree that the indicated cost of equity has increased. 

Fourth and fmally, my recommendation of 10.5 percent for LDO, which has 

remained the same throughout this case, is well within the range of the cost oi 

equity estimates of 9.0 percent to 11.4 percent developed using three differen1 

approaches to the cost of equity rather than just one approach as Staff has done. 

Further, a 10.5 percent return is conservative given the higher business risks 

associated with LD0.7 

DOES THIS CONCLUDE YOUR REJOINDER TESTIMONY? 

Yes. 

Direct Testimony of Thomas J. Bourassa - Cost of Capital at 40-41. 
Bourassa COC Rb. at 3, 10. 
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EXECUTIVE SUMMARY 
LAG0 DEL OR0 WATER COMPANY 

DOCKET NO. W-01944A-13-0215 

Lago Del Or0 Water Company (“LDO or “Companf’) is an Arizona C-coqoration 
and a for-profit Class B publio service copration providing water service to approximately 
6,350 customers in the mask planned community of Saddlebrooke in Pind County, the 
community of C a t a h  in Pima County, and a smaller residential community, surrounded by 
Saddlebrooke, known is Loma Serena. 

On June 27,2013, the Company filed a rate increase application. On July 24,2013, 
the Company docketed a revised Schedule H-3 regarding commodity rates. On July 26, 
2013, Staff filed a letter declaring the Company’s rate application suf5cient. 

RATE APPLICATION: 

The Company-proposed rates, as filed, produce total operating revenue of 
$3,075,271, an $1,193,033 (63.38 percent) increase over the test year revenue of $1,882,238, 
to provide a $716,971 operating income and an 8.65 percent rate of return on a proposed 
$8,287,733 fair value rate base (‘T”’) which is also the proposed ori@ cost rate base 
(“OCRB”). The rate application shows that LDO incurred a $3,470 operating loss for the test 
year ending December 31,2012. 

The Utilities Division (“Stafl”) recommends total operating revenue of $2,829,778, a 
$947,540 (50.34 percent) increase over the $1,882,238 test year revenue, to provide a 
$580,094 operating income and a 7.9 percent rate of return on the $7,342,962 Staff-adjusted 
OCRB. 

Staff further recommends that the rates not become effective until the Company is in 
compliance with ADWR. 
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I. 

Q- 
A. 

Q* 
A. 

Q* 
A. 

Q* 
A. 

INTRODUCTION 

Please state your name, occupation, and business address. 

My name is Mary J. Rimback. I am a Public Utilities Analyst with the Arizona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff). 

My business address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Briefly describe your responsibilities as a Public Utilities Analyst. 

In my capacity as a Public Utilities Analyst, I analyze and examine accounting, financial, 

statistical and other information included in utility rate, financing and other applications. 

In addition, I prepare written reports based on my analyses and present Staffs 

recommendations to the Commission on utility revenue requirements, rate design, and 

other issues. 

Please describe your educational background and professional experience. 

I graduated from Arizona State University with a Bachelor of Science in Accounting and I 

am a Certified Public Accountant with the Arizona State Board of Accountancy. I began 

employment with the Arizona Corporation Commission in June of 2012. I have 

participated in rate, financing and other regulatory proceedings since joining the 

Commission. I attended the National Association of Regulatory Utility Commissioners 

(“NARUC”) Utilities Rate School. 

What is the scope of your testimony in this case? 

I am presenting Staffs analysis and recommendations regarding Lago Del Or0 Water 

Company’s (“LDW or “Company”) application for a rate increase. I am presenting 

testimony and schedules addressing rate base, operating revenues and expenses, revenue 

requirement and rate design.. Mr. John Cassidy is presenting the S t a r s  analysis and 

” I  
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recommendation for the cost of capital. Mr. Michael Thompson is presenting Staffs 

engineering analysis and related recommendations. 

Q* 
A. 

Q- 
A. 

II. 

Q* 

A. 

What is the basis of your testimony in this case? 

I performed a regulatory audit of the Company’s application and records. The regulatory 

audit consisted of examining and testing financial information, accounting records, and 

other supporting documentation and verifyrng that the accounting principles applied were 

in accordance with the Commission-adopted NARUC Uniform System of Accounts 

(TJSOK). 

How is your testimony organized? 

My testimony is presented in eight Sections. Section I is this introduction. Section II 
provides a background of the Company. Section III is a summary of consumer service 

issues. Section IV presents compliance status. Section V is a summary of proposed 

revenues. Section VI is a summary of Staff‘s rate base and operating income adjustments. 

Section VII presents Staff‘s rate base recommendations. Section VIII presents Staffs 
operating income recommendations. 

BACKGROUND 

Please review the pertinent background information associated with the Company’s 

application for a rate increase. 

LDO is an affiliate of Robson Communities, Inc. (“Robson”). Robson is best known as a 

developer of master planned retirement communities in Arizona and Texas. The 

ownership of LDO is comprised of a number of shareholders; each shareholder is in the 

form of a trust. As of the filing, there were 20 shareholders/trusts of LDO, each with 

various ownership percentages. The LDO water system serves the unincorporated master 

planned community of SaddleBrooke (“SaddleBrooke”), the unincmporated community 
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of Catalina (“Catalina”), and a smaller residential community, surrounded by 

SaddleBrooke, known as Loma Serena. The three (3) communities are located off State 

Route 77 (“SR-77”) approximately 25 miles north of the City of Tucson in Pinal and 

Pima Counties, Arizona. SaddleBrooke Development Company (“SDC”) developed the 

master planned community of SaddleBrooke, which is also a Robson affiliate. 

In addition to LDO, the Robson affiliates include the following water and wastewater 

utilities: 

Ridgeview Utility Company 

SaddleBrooke Utility Company 

Quail Creek Water Company, Inc. 

Picacho Water Company 

Picacho Sewer Company 

Pima Utility Company 

Mountain Pass Utility Company 

Santa Rosa Water Company 

Santa Rosa Utility Company 

The Company is also seeking a debt financing approval in a separate application, Docket 

No. W-01944A-13-0242, filed July 10,2013. The proposed financing seeks authority to 

issue evidence of indebtedness in an amount not to exceed $3,900,000 and to encumber its 

real property and utility plant as security for the indebtedness. The financing application 

is not consolidated with this rate case. However, certain elements of the financing 

application have relevance in this rate application as discussed later. 

’ i  
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LDO’s current rates were established in Decision No. 56464 effective May 1, 1989, with 

the exception of separate irrigation rates which were established in Decision No. 57766, 

effective March 16,1992. The Company had 700 connections as of the date of Decision 

No. 56464. Over the years, the Company has added major plant to accommodate the 

current connections. The Company used SDC to construct and initially fund the water 

facilities. In 2012, LDO purchased from SDC, a significant portion of the system at a cost 

of $3,887,000. Prior to the purchase, LDO plant in service was $14,313,198. 

Q* 
A. 

III. 

Q. 

A. 

Iv. 

Q. 
A. 

What test year did LDO use for the rate application? 

LDO’s rate filing is based on the twelve months that ended December 31,2012. 

CONSUMER SERVICE 

Please provide a brief summary of customer complaints received by the Commission 

regarding LDO. 

Staff reviewed the Commission Consumer Service records for the period of January 1, 

201 1 through December 13,2013, and found the following: 

201 1 -No complaints 

2012 -No complaints 

201 3 - Two complaints - One Rates & Tariffs, One Billing 

All complaints are resolved and closed. 

Nine Opinions - All opposed to the proposed rate increase 

COMPLIANCE 

Please provide a summary of the compliance status of the Company. 

A review of the Utilities Division Compliance Section’s database as of August 27,2013, 

showed no delinquent compliance items for LDO. 
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V. 

Q* 
A. 

VI. 

Q. 
A. 

Q* 
A. 

Q* 
A. 

RATE APPLICATION 

What is the primary reason for the Company’s requested permanent rate increase? 

The Company states that it is not earning an adequate rate of return on its investment. 

SUMMARY OF PROPOSED REWNUES 

Please summarize the Company’s rate application. 

The Company-proposed rates, as filed, produce total operating revenue of $3,075,271, a 

$1,193,033 (63.38 percent) increase, over the test year revenue of $1,882,238, to provide a 

$716,971 operating income and an 8.65 percent rate of return on a proposed $8,287,733 

fair value rate base (“FVREl”) which is also the proposed original cost rate base 

(“OCRB”). The rate application indicates that LDO incurred a $3,470 operating loss for 

the test year ending December 3 1 , 2012. 

Please summarize Staff’s recommendations. 

Staff recommends total operating revenue of $2,829,778, a 947,540 (50.34 percent) 

increase over the $1,882,238 test year revenue, to provide a $580,094 operating income 

and a 7.9 percent rate of return on the $7,342,962 Staff-adjusted FVRB and OCRB. 

Please summarize Staff’s rate base and operating income adjustments. 

My teshony addresses the following issues: 

Staff adiusted value of dant mrchased from affiliated comDanv - The plant LDO 

purchased from SDC had an original cost of $3,887,998. The plant was purchased in 

2012, but some of the purchased assets were placed in service as early as 1997. No 

consideration was given to the level of accumulated depreciation that would have been 

recorded between the time the plant was placed in service and the time the plant was 
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actually purchased by LDO. Staff believes the decrease in the useful economic life of 

these assets, represented by accumulated depreciation, should be given consideration. 

Staff removed $1,136,587 fiom the original cost of these facilities and $28,415 from 

accumulated depreciation relating to the half year of depreciation in test year 2012 in 

order to assure that the value attributable this purchased plant properly reflects only 

LDO's net investment in these transferred facilities. 

Accumulated Depreciation-Fullv Deureciated Plant - This adjustment removes the 

mount of $371,263 h m  accumulated depreciation to recognize plant that is fully 

depreciated. 

Contributions In Aid of Construction r'CIAC''] - Adjust for fully amortized CIAC, net 

increase to CIAC of $87,724. 

Accumulated Deferred Income Taxes ("ADIT'? - Adjusts deferred income taxes as a 

result of adjustments 1,2 and 3 to increase the deferred income tax liability by $120,138 

to $399,497. 

Contract Services-Enrrineerinn Services Water Testinn Exmse  - This adjustment reduces 

water testing expense to $21,885, a decrease of $548. 

Demeciation ExDense - This adjustment decreases depreciation expense by $76,505 to 

reflect application of Staffs recommended depreciation rates to Staff recommended plant 

~0IlIlt.S. 
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P r o ~ e r t ~  Taxes - This adjustment decreases property taxes by $4,929 to reflect application 

of the modified version of the Arizona Department of Revenue’s property tax 

methodology which the Commission has consistently adopted. This adjustment is based 

on a 19 percent assessment ratio as opposed to the 20 percent assessment ratio proposed 

by the Company. 

Test Year Income Taxes - This adjustment increases income tax expense fiom a negative 

$128,849 to a negative $45,891 an increase of $82,958 to reflect Staff proposed operating 

income. 

VII. R A a B A S E  

Fair Value Rate Base 

Q. Does LDO’s application include schedules with elements of a Reconstruction Cost 

New Rate Base? 

No. The Company’s application does not request recognition of a Reconstruction Cost 

New Rate Base. Accordingly, Staff has treated the Company’s original cost rate base as 

its fair value rate base. 

A. 

Rate Base Summary 

Q* 
A. 

Please summarize Staff’s rate base recommendation. 

Staff recommends $7,342,962 for a rate base, a decrease of $944,771 from the Company’s 

proposed $8,287,733 rate base. Staffs recommendation results from the four rate base 

adjustments below. 
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Rate Base Adjustment No. 1 - Staff adjusted value of plant purchased from an affiate in 

2012. 

Q* 

A. 

Q. 
A. 

Q. 
A. 

Q* 

A. 

Q. 

A. 

What value did the Company propose for plant purchased from the affiliated 

company, Saddlebrooke Development Company, in 2012? 

The Company proposed a cost of $3,887,998 for these assets. 

Did the Company provide the details of this transaction? 

Yes. 

Describe the details provided. 

The Company provided general ledger transactions by NARUC account and by project 

and a detailed listing of plant values. Further, in response to a Staff engineering data 

request., the Company provided the dates the various projects were placed in service. 

From the information provided by the Company, was Staff able to determine the 

year that the various projects were placed in service by NARUC account? 

Yes, the Company indicated that the assets involved were placed in service at various 

times beginning in 1997 and continuing through 2009. 

For ratemaking purposes, did Staff adjust the amount of gross plant purchased from 

the affiliated company? 

Yes. 
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Please explain. 

As referenced in the Engineering Report Section J, the assets were placed in service as 

follows: 

1997 Phase 2 - Offsite Water Mains 

2002 Unit 46 -Desert Reflections 

2005 Unit 47 - Desert Vista 

2006 Unit 48 - Desert Views and 

$537,979 

$228,171 

$323,381 

Unit 48 - A Hidden Vista $227,13 1 

2007 Transmission Mains $261,625 

2007 Unit 46 - A Fairway Valley $ 7,386 

2008 Unit 49 - Sun Ridge Hills $501,861 

2009 Water Plant #5 $983,357 

2009 Well #22 $81 7,107 

StaE requested several documents pertaining to the above transactions and noted that 

these documents did not reflect any depreciation being taken on these assets since the time 

the assets were placed in service. 

Since the assets were placed in service in the prior years of 1997,2002,2005,2006,2007, 

2008, and 2009, the original gross plant investment levels are not the appropriate values to 

be addressed for ratemaking purposes in 2012. Plant investments begin depreciating as of 
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the date the plant is placed in service, or capable of providing needed service. 

Depreciation expense represents the decrease in future deliverable economic value that 

results as assets are employed in the provision of service or otherwise consumed in the 

development of units of production. As a result, Staff adjusted the original plant values to 

reflect the level of accumulated depreciation that would have been booked assuming that a 

depreciation rate of 5 percent had applied to these assets. The 5 percent annual 

depreciation rate aligns with the rate in effect since the last rate case. Details of this 

adjustment by NARUC account are shown on Schedule MJR-W5. 

Rate Base Adjustment No. 2 - Accumulated depreciation for fully depreciated plant. 

Q- 
A. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

What did the Company propose for accumulated depreciation? 

The Company’s application proposes $8,840,798 for Accumulated Depreciation. 

How did the Company calculate the accumulated depreciation in the application? 

The Company began with its last rate case, Decision No. 56464, effective May 1, 1989. 

The test year for its last rate case ended April 30,1988. The Company detailed changes in 

plant and accumulated depreciation fiom May 1, 1988 through December 31, 2012, a 

period of over twenty-four years. Plant was depreciated at 5 percent per year using a half- 

year convention. 

Does Staff recommend an adjustment to this calculation? 

Yes 

Why is Staff recommending an adjustment to accumulated depreciation? 

Those items that were in gross plant twenty-four years ago and were never removed fiom 

service, if depreciated at 5 percent per year, were fully depreciated at twenty years. 
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Q. 
A. 

Q* 
A. 

Q. 
A. 

Did Staff adjust the amounts proposed for accumulated depreciation? 

YeS 

How did Staff calculate the adjustment? 

Staff re-calculated each year’s depreciation expenses by NARUC account taking into 

account additions and retirements with information provided by the Company. Staff 

stopped depreciating plant still in service with over 20 years of depreciation. 

What amount of adjustment to accumulated depreciation is Staff recommending? 

Staff recommends an adjustment to accumulated depreciation downward in the amount of 

$371,263, which had the effect of increasing rate base by $371,263 as shown on schedule 

MJR-W6. 

Rate Base. Adjustment No. 3 - CLAC and amortization of CIAC 

Q. 
A. 

Q* 
A. 

Q. 
A. 

Did the Company provide a schedule of CIAC since the last rate case? 

Yes. The Company provided a schedule showing CIAC added since the last rate case and 

amortization of CIAC since the last rate case. 

Did Staff recalculate an amount for CIAC and CIAC amortization? 

Yes, Staff calculated the CIAC balance for the end of the test year using schedules 

provided by the Company including the balance of accumulated amortization of CIAC. 

Did Staff‘s calculations match the Company’s proposed net CIAC? 

No, Staff found that the Company calculations continued to amortize CIAC that was 

completely amortized in 1995. 
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Q. What is Staff recommendation? 

A. Staf€ recommends decreasing gross CIAC by $99,158 and decreasing CIAC amortization 

by $186,882 a net increase of $87,524 as shown on MJR-W7. 

Rate Base Adjustment No. 4 - Accumulated deferred income tax (“ADIT”) 

Q. Did Staff adjust the ADIT calculation based on the adjustment of plant purchased 

from an affiite, removal of accumulated depreciation on fully depreciated plant, 

and CIAC? 

Yes, Staff increased the amount of ADIT by $120,138, fiom $279,359 to $399,497 as 

shown on Schedule MJR-W8. 

A. 

VIII. OPERATING INCOME 

Operating Income Summary 

Q. What are the results of Staff’s analysis of test year revenues, expenses, and operating 

income? 

As shown in Schedules MJR-9 and MJR-10, Staffs analysis resulted in test year revenues 

of $1,882,238, expenses of $1,886,683 and operating loss of $4,445. The Company’s 

application shows test year revenues of $1,882,238, expenses of $1,885,708 and an 

operating loss of $3,470. Staffs recommendation results fiom the four operating income 

adjustments discussed below. 

A. 

Operating Income Adjustment No. 1 - Water Testing expense 

Q. 
A. 

What is the Company proposing for Water Testing expense? 

The Company is proposing $22,433 for Water Testing expense in the test year. 
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Q. What is Staff's Recommendation 

A. Staff recommends an annual amount of $21,885 for Water Testing expenses (See Staff 

engineering testimony of Michael Thompson), a decrease of $548. The adjustment to 

water testing expense is on Schedule MJR-W1 1. 

Operating Income Adjustment No. 2 -Depreciation expense 

Q. 
A. 

Q* 
A. 

Q. 
A. 

What is LDO proposing for depreciation expense? 

LDO proposes $861,127 for depreciation expense. 

What is Staff's recommendation? 

Staff recommenh $784,622 for depreciation expense as reflected on Schedule MJR-W12. 

What are the components of the adjustment? 

As previously discussed, rate base adjustments to purchased plant and accumulated 

depreciation were used to arrive at the depreciable plant amounts. Amortization of CIAC 

was adjusted to recommended CIAC amounts. Staff used recommended depreciation 

rates shown in Table E, Section H of the Engineering report. 

Operating Income Adjustment No. 3 - Property tax expense 

Q- 
A. 

Q* 
A. 

What is LDO proposing for test year property taxes? 

LDO is proposing $98,597 for test year property tax expense. 

Did the Company use the modified ADOR calculation for property tax expense? 

For the most part Staff and the Company used the same methodology to calculate the 

property taxes with one exception. The Company proposes an assessment ratio of 20 
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percent; Staff is recommending a 19 percent assessment ratio in keeping with Arizona 

Revised Statutes (“ARS”) 0 42-15001. 

Q. 

A. 

What is Staff recommending for test year Property Tax Expense? 

Staff recommends $93,668 for test year property tax expense, a $4,929 decrease to the 

Company’s proposed amount, as shown in Schedule MJR-13. 

Operating Income Adjustment No. 4 - Income tax expense 

Q. 
A. 

Q* 
A. 

Q* 
A. 

Q* 
A. 

Q* 
A. 

What is LDO proposing for income tax expense? 

LDO proposes a negative amount of $128,849 for test year income taxes. 

Did Staff make an adjustment to test year Income Tax Expense? 

Yes. 

What was the basis of Staff’s adjustment to income taxes? 

Staff applied the statutory state and federal income tax rata to StaFs test year taxable 

income. Income tax expenses for the test year and recommended revenues are shown in 

MJR-2. 

Did the Company and Staff use the same methodology to calculate income taxes? 

For the most part, however Staff calculated the State tax rate using 6.5 percent corporate 

income tax rate rather that the Company proposed State corporate tax rate of 6.968 

percent. 

Why the dierence in state corporate income tax rates? 

Staff refers to ARS§ 43-1 1 1 1 to determine the tax rate to use for State Coprate taxes. 
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Q- 

A. 

Q- 
A. 

What adjustment does Staff recommend for test year income tax expense for the 

Company? 

Staff recommends an adjustment of $82,958 from ($128,849) to ($45,891) as shown in 

Schedule MJR -W 14. 

Does this conclude your testimony? 

Yes, it does. 
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REVENUE REQUIREMENT 

LINE 
- NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

DESCRIPTION 

Adjusted Rate Base $ 

Adjusted Operating Income (Loss) $ 

Current Rate of Return (L2 / L1) 

Required Rate of Return 

Required Operating Income (L4 L1) 

Operating Income Deficiency (L5 - L2) 

$ 

$ 

Gross Revenue Conversion Factor 

Required Revenue Increase (L7 L6) 

Adjusted Test Year Revenue $ 

Proposed Annual Revenue $ 

$ 

Required Increase in Revenue (%) 

References: 
Column (A): Company Schedule A-I 
Column (B): Staff Schedules MJR-W3 and MJR-W9 

Schedule MJR-W1 

(A) 
COMPANY 

FA1 R 
VALUE 

8,287,733 

(3,470) 

-0.04% 

8.65% 

71 6,971 

720,441 

1.6560 

1,193,033 

1,882,238 

3,075,271 

63.38% 

(B) 
STAFF 
FAIR 

VALUE 

$ 7,342,962 

$ (4,445) 

-0.06% 

7.90% 

$ 580,094 

$ 584,539 

1.621 0 

I$ 947,540 I 
$ 1,882,238 

$ 2,829,778 

50.34% 
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GROSS RWENUE CONVERSION FACTOR 

Schedule M J R M  

LINE 
m DESCRIPTION 

dGross Revenue convenm ' Fador: 
1 Revenue 100.0000% 
2 UncollecibleFactof O.oooO% 

4 38.296596 
5 SUbtotal(W-L4) 61.7035% 

3 ReVenUea(L1 -L2) 1OO.owo9c 

6 Rwonur Com.rrlon Factor (Ll I L5) 1.620855 

Combined Federal and State Income Tax and Property Tax Rate (Line 18) 

OflJncOwedlible-: 
7 Unity 
8 Combined Federal and State Tax Rate (Lire 17) 
9 OW Minus Combined l m  Tax Rate (L7 - L8) 
10 UnCdlecbibleRate 
11 Uncollectible Factof (L9 .L10 ) 

calarlalion d€Rectkm Taw Rste; 
12 OperatinglncomeBefwaTaxes(l\rbonaTaxaMeIncome) 
13 ArboMStateIncomeTaxRate 
14 Fedaral Taxable Income (L12 - L13) 
15 ARpllCable Federal Income Tax Rate (Line 48) 
16 Effective Federal Income Tax Rate (L9 x LIO) 
17 CombinedFederalandStatelncomeTaxRate(L13+L16) 

C&Ydf3fbt)dEtiedhreRWh3IiV Tax Fador 

19 Combined Federal and State Income Tax Rate (L17) 
20 One Minus Combined Income Tax Rate (L13414) 

18 unity 

100.oooO% 
37.2231% 
62.7769% 

O.oooO% 
O.oooO% 

100.oooO% 
37.2231% 
62.7769% 

21 Propew Tax FectM (MJR-W13, L27) 1.7099% 
22 ERectiva Ptapsdy Tax Factor (L2oVl )  1.0734% 
23 Combined Federal and State Incoma Tax and Wtty Tax Rate (L17+L22) 38.2985% 

24 R w M  Operatins (SCMUle  MJR-W1, Line 5) 
25 AdjustetiTest Year Operating Income (Loss) (MJR-W10, L40 
26 Required Increase in Opecating Income (L24 - L25) 

5 580.094 
14.445) 

s 584,539 

27 Income Taxes on Recwnmended Remw (cd. [c], L52) s 300,707 

29 RwuiredlncrearreinRevenuetoPrwideforl-Taxes(L27-L28) 346,597 
28 Income Taxes on Test Year Revenue (Cd. [C]. L52) 145.891 1 

30 Recommended Revenue Requirement (Schedule MJR-W1, Line 10) 5 2.829.778 
31 UncoldsctibleRate O.oooO% 
32 Uncolllactble Expanse on Recommended Revenue (L3OU1) s 
33 AdjustedTestYearUncollecbiMeExpcmse s 
34 Required Increau, In Revenue to Praride for Uncollectible Exp. (L32133) 

Property Tax on Teat Year Revenue (Schedule MJR-Wl3, Line 17) 
35 Pqmty Tax with Recommended Revenue (Schedule MJR-W18, L21) s 109,870 

93.688 

38 Total Required h m u e  (L21+ L24 + L29 + L32) 5 947,338 

36 
37 Increase in Property Tax Due to Increase in Revenue (L30-31) 18,202 

Tast steff 
dlIRX2lW Tax: Year Reawnmended 

39 Revenue (Schedule MJR-W1, Cd. m], Lina 9 EL Sch. MJR-W1, Col. [e] Line 10) S 1,882,238 5 947.540 $ 2,829,778 

41 SynchtQnhed lntereSt(L57) 
42 ArimnaTa~abkIn~ome(L34-L35-L36) 
43 lrvtronaStatelncomeTaxRate 
44 AmonatncomeTax(L37xL38) 
45 Federal Taxable Income (L37- L39) 

48 Federal T ~ X  on mid Income macket (~75,001- si00.m) 8 34% 
49 Federal Tax on Fourth Income Bmket ($100,001 - $33!j,oOO) @ 39% 
50 Federal Tax on FRh lnanne Bracket (5335.001 -SlO,OOO.WO) @ 34% 
51 T a l  Federal Income Tax 
52 Combined Federal and State lna~ne Tax (L43 + L51) 

40 operatine Expenses Excluding income Taxes s 1.932.574 s i,wm 

46 Federal Tax on Fkst I- Bra- ($1 - 550,000) @! 15% 
47 Federal Tax SeODnd lncOme Bra- ($51,001 - $75,000) @! 25% 

$ 95.459 s 95.459 
s (145,794) s 785,543 

6.5ooosb 6.5000% 
s (9.4rn 
$ 1136.318) 
s . cr;sooi 
s (6,250) 
s (8 .W)  
S (14.164) s 
s 136.414) 
c s 145,891L 

S 51,080 
5 734.483 s 7.500 
S 63% s 8.500 
$ 91,850 
S 135,824 
$ 249.724 
3 300,785 

53 Applicable Federal Tax Rate [cd. [C], L51- Cd. [A], L511 I [Col. [c], L45 - Col. [A], L e ]  32.8592% 

54 synchronhedlnterestcalculation 
55 RateBase 
56 Weighted Average cost of Debt 
57 svnctvwra . edlnfm3.q 

S 7,342.982 
1.30% 

f95.459 
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RATE BASE - ORIGINAL COST 

(A) 
COMPANY 

AS 
FILED 

(C) 
STAFF 

AS 
ADJUSTED 

LINE 
- NO. 

STAFF 
ADJUSTMENTS 

$ 18,200,198 $ (1,136,586) $ 17,063,612 1 Plant in Service 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

LESS: 

8,840,798 
$ 9,359,400 

(399,678) 8,441,120 
$ (736.908) $ 8,622,492 

$ 852,693 $ (99,158) 4 
5 Less: Accumulated Amortization 
6 Net CIAC 

Contributions in Aid of Construction (CIAC) $ 753,535 
$ 282,997 
$ 470.538 

469,879 
$ 382,814 

(186,882) 
$ 87,724 

7 Advances in Aid of Construction (AIAC) 297,640 297,640 

8 Customer Deposits 111,854 111,854 

9 Accumulated Deferred Income Tax 279,359 120,138 399,497 

10 Working Capital Allowance 

11 Defered Regulatory Assets 

12 Original Cost Rate Base $ 8,287,733 $ (944,771 ) S 7.342.962 

References: 
Column [A]: Company Application Schedule 8 1  
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 
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LINE 
NO. DESCRIPTION 

Schedule YJR-W5 

STAFF 
AS ADJ NO. 1 

RATE BASE ADJUSTMENT NO. 1 - Staff adjusted value of plant purchased from affiliated company 

STAFF 
ADJUSTMENTS 

STAFF 
AS ADJUSTED 

[B] [Cl 
I I 

$ (16,508) $ 
(74,481) 

(82,196) 

(13,387) 

(9,372) 

(48,478) 

(747,934) 
(79,977) 
(60,726) 
(3,529) 

93,543 
422,060 
53,109 

465,779 
274.706 
75.860 

1,026,846 
190,273 
129,238 
19,996 

. .  
12 Subtotal $ 3,887,998 $ (1,136.587) $ 2,751,411 
13 
14 Accumulated Depreciation $ 97,200 $ (28,415) $ 68,785 

References: 
Column [A]: Company Schedule 8-2, Page 3.29 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Lago Del Or0 Water Company 
Docket No. W-Ol944A-13-0215 
Test Year Ended December 31,2012 

I I 
LINE COMF 
NO. DESCRIPTION AS FILED I ADJUSTMENTS I ASADJUSTED 

Schedule MJR-W6 

I 
I 

RATE BASE ADJUSTMENT NO. 1 - Accumulated depreciation - fully depreciated plant 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

STAFF 
AS ADJUSTED 

1 Accumulated Depreciation $ 8,840,798 $ (371,263) $ 8,469,535 

References: 
Column [A]: Company Schedule B-2, Page 3.29 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column 



Lago Del Or0 Water Company 
Docket No. W-01944A-134215 
Test Year Ended December 31,2012 

Schedule MJR-W7 

I RATE BASE ADJUSTMENT NO. 3 - ClAC and accumulated amort i ion of ClAC 1 

[A] PI [CI 

LINE COMPANY STAFF STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS AS ADJUSTED 

1 ClAC 
2 AMORTIZATION OF ClAC 
3 NETCIAC 

References: 
Columns [A]: Company Schedule 8-2, Page 5.1 thru 5.3 
Column [B]: Column [C] less Column [A] 
Column [C]: Testimony MJR 

$ 852,693 $ (99,158) $ 753,535 
469,879 (1 86,882) 282,997 

$ 382,814 $ 87,724 $ 470,538 



Lago Del Or0 Water Company 
Docket No. W-01944A-13-0215 
Test Year Ended December 31,2012 

LINE COMPANY 
NO. DESCRIPTION AS FILED 

Schedule NIJR-W8 

STAFF STAFF 
ADJUSTMENTS AS ADJUSTED 

RATE BASE ADJUSTMENT NO. 4 - Adit adjustment 

1 ADIT 

References: 
Column [A]: Company Schedule B.l, Page 1 
Column [B]: Column [C] less Column [A] 
Column [C]: Column [A] + Column [B] 

$ 279,359 $ 120,138 $ 399,497 
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OPERATING INCOME STATEMENT - ADJUSTED TEST YEAR AND STAFF RECOMMENDED 

Schedule MJR-WO 

LINE 
N-L 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
33 
34 
35 
36 
37 
38 
39 
40 

[AI [el IC1 PI (El 
STAFF COMPANY 

ADJUSED STAFF TEST YEAR STAFF 
TEST YEAR TEST YEAR AS PROPOSED STAFF 

DESCRIPTION AS FILED ADJUSTMENTS ADJUSTED CHANGES RECOMMENDED 

REVENUES; 
Metered watersalas 
Water Salebunmetered 
OthaCWaterRevenue 
Intentianally Left Blank 
Total Operating Revenues 

s 1,865,121 

17,117 

s 1,882,238 

0pERATING-z 
SalafieSandWageS s 169,991 
Empbyee6enetikandPensions 35,228 
Purchased Water 
PmhasedPower 442.823 
Fuel for Power Roductbn 
Chemicals 21.969 
MaWaIs and Supplies 80,299 
OfACe SUPPHSS and Expense 66,431 
contradual S e l v b S - E m  
contradual services daounting 533 
contrachral servicas- Legal 166 
C o n b a d u a l S r  57,785 
CMltraCtual serviCes-T&ng 22,433 
Rents 9,435 
Rents-Equipment 
Transportatbn Expenses 42,440 
lnsuranm - vehicle 5,165 
Insurance -General Liability 20.083 
RegulatoryCommissionExpense-Other 855 
Regulatory Commission Expense - Rate Case 55,m 
Bad DeM Expense 4,922 
MisceltaneousExpanse 19.274 
DepaeciatbnandAmortbationExpense 881.127 
Taxes Otherthan Income 
PmpertyTaxes 98.597 
lnawne Taxes (128.849) 
Interest on Customer Depslts 
Total 0p.Rting Expenws s 1,885,708 
opentlng Inconla (Looc) s (3,470) 

8 s 1,865,121 

17.117 

s s 1,882,238 
## 

s s 169.m 
35.228 

442.823 

21,969 
80.299 
66,431 

533 
166 

57.785 
21.885 
9,435 

42,440 
5,165 

20,083 
855 

55,000 
4,922 

19,274 
784,622 

93,668 
(45,891 ) 

s 976 $ 1,886,683 
s (976) S (4,445) 

s 947,540 

5 947,540 

s 

16,202 
346,597 

s 2.812.661 

17,117 

s 2,829.T18 

s 169,991 
35,228 

442,823 

21,969 
80.299 
66,431 

533 
166 

57,785 
21,885 
9,435 

42,440 
5,165 
20,083 

855 
55.m 
4,922 

19,274 
784,622 

io9,8m 
300,707 

(204,322) 

Net PmRt (Loss) 5 (207,792) 8 (976) S (208,767) s 375,973 
total &r Incomo (Expense) s (204,322) s S (204.322) s (204,3221 

References: 
Column (A): Company Schedule C-1 
Cdumn (E): schedule MJR-W10 
Column (C): Column (A) + Column (6) 
Column @): Schedules MJR-W1, MJR-W2 and MJR-W13 
Column (E): Column (C) + Column (D) 
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Lago Del Oro Water Company 
Docket No. W-01944A-13-0215 
Test Year Ended December 31,2012 

Schedule MJR-W11 

OPERATING ADJUSTMENT NO. 1 - Water testing expense 

[A] [ B] [C] 
Line COMPANY STAFF STAFF 
No. Description PROPOSED ADJUSTMENTS RECOMMENDED 

1 Contractual Services-Testing 
2 
3 

$ 22,433 $ (548) $ 21,885 

$ 22,433 $ (548) $ 21,885 

References: 
Column [A]: Company Schedule C-1 , Page 1 
Column [B]: Testimony Staff Engineering Testimony 
Column [C]: Column [A] + Column [B] 



Lago Del Or0 Water Company 

Test Year Ended December 31,2012 
DO&& NO. W - o 1 ~ - 1 3 4 t 1 5  

PLANT In NonDepreciable DEPRECIABLE 
LINE ACCT SERVICE or Fully Depreciated PLANT DEPRECIATION 
NO. NO. DESCRlPnON Per Staff PLANT (Col A - Col B) RATE 

Schedule MJRW12 

DEPRECIATION 
EXPENSE 

(CdCxColD) 

2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 

302.0 FranchisecWt 
303.0 Land and Land Rights 
304.0 S- and Improvements 
305.0 Collecting and Impounding Res. 
306.0 LakeRiverandOtharlntakes 
307.0 Wells and Springs 
308.0 lnfilbation Gaueries and Tunnels 
309.0 Supply Mains 
310.0 Power Generation Equipment 
31 1 .O uecbk Pumping Equipment 
320.1 WaterTnatmentEquipment 
320.2 Chemical Solution Feeden 
330.0 Distribution Reservoks 8 Standpipe 
330.1 StorageTanks 
330.2 -Tanks 
331.0 Transmisskm and Distribution Mains 
333.0 Secvices 
334.0 Meters 
335.0 Hydrants 
336.0 BacldlowPreventionDevices 
339.0 Other Plant and Miscellaneous Equipment 
340.0 ORkeFumitureandFixtures 
340.1 Compute~~andSoftware 
341.0 Transpoctetion Equipment 
342.0 StomSEquipment 
343.0 Tools and Work Equipment 
344.0 LaboratoryEquipment 
345.0 Power Operated Equipment 
346.0 Communicalkns Equipment 
347.0 Miscellaneous Equipment 

32 348.0 OtherTangiblePlant 
33 Tots1 Ptant 

42,608 
343,173 

0 
2,089,942 

178,492 
3,503.464 

24,640 

1,709,697 
308,582 

5,335,871 
1,808,764 

504,321 
658,131 

36,758 

89,569 

55,787 
347,690 
26,122 

42,608 
I 1,667 

134,725 

222,970 

805,218 
247,045 
80,024 

148,034 

331,506 

0 
1,955,217 

178,492 
3,503,464 

24.640 

1,486,727 

4,530,653 
1,561,719 

424,297 
5 10,097 

308,582 

36,758 

89,569 

55,787 
347,690 
26,122 

0.00% 
0.00% 
3.33% 
2.50% 
2.50% 
3.33% 
6.67% 
2.00% 
5.00% 

12.50% 
3.33% 
20.00% 
2.22% 
2.22% 
5.00% 
2.00% 
3.33% 
6.33% 
2.00% 
6.67% 
6.67% 
6.67% 
20.00% 
20.00% 
4.00% 
5.00% 

1 o.ooo/b 
5.00% 

10.00% 
10.00% 

1 1,039 

0 
65,109 

8,925 ' 

437,933 

4,928 

33,005 
15,429 
90,613 
52,005 
35,344 
10,202 

2,452 

17,914 

2,789 
34,769 
2,612 

10.ooo/0 
$ 17,063,612 $ 1.692.291 $ 15,371,321 $ 825,068 

4 

38 ClAC = oepredation ExpensclDepredable Plant 5.37% 
39 ClAC Balance $ 753.535 
40 Depredtation Expense Before Amorthation of CIAC: $ 625,068 
41 Less AmoctizationofCIAC $ 40,447 
42 Test Year Depreciation Expense - Stafk $ 784,622 
43 DepraclatiarExpense-Company: S 861,127 
44 Staff's Total Adjustment . $  (76305k 

Indicates items that were fully depreciated per Company Schedule C-2. 
References: 
Column [A]: Schedule MJR-W4 
Column IBJ: Testimony MJR From Column [A] 
Column IC]: Column [A] - Column p] 
Column PI: Staff Engineertng Testimony 
Column m: Column [c] x Column [o] 
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LINE 
NO. Property Tax Calculation 

Lago Del Om Water Company 

Test Year Ended December 31,2012 
Docket NO. W41944A-134215 

OPERATING INCOME ADJUSTMENT NO. 4 Property tax expense 

STAFF 

Scbdulc MJR-Wl3 

I Staff Adjusted Test Year Revenues 
2 Weight Factor 
3 Subtotal (Line 1 Line 2) 
4 Staff Recommended Revenue, Per Schedule MJR-1 
5 Subtotal (Line 4 + Line 5) 
6 NumberofYears 
7 Three Year Average (Line 5 I Line 6) 
8 Department of Revenue Mutilplier 
9 Revenue Base Value (Line 7 Line 8) 
10 Plus: 10% of CWlP - 
11 Less: Net Book Value of Licensed Vehicles 
12 Full Cash Value (Line 9 + Line 10 - Line 11) 
13 Assessment Ratio 
14 Assessment Value (Line 12 Line 13) 
15 Composite Property Tax Rate (Per Company Schedule) 
16 
17 Staff Test Year Adjusted Property Tax (Line 14 Line 15) 
18 Company Proposed Property Tax 
I 9  
20 Staff Test Year Adjustment (Line 17-Line 18) 
21 Propetty Tax - Staff Recommended Revenue (Line 14 Line 15) 
22 Staff Test Year Adjusted Property Tax Expense (Line 17) 
23 Increase in Property Tax Expense Due to Increase in Revenue Requirement 
24 
25 Increase to Property Tax Expense 
26 Increase in Revenue Requirement 
27 Increase to Property Tax per Dollar Increase in Revenue (Line 25/Line 26) 

column [AI: Company %hedub C-2, Page 3 
Column [a]: Testimony MJR 
Column IC]: Column [A] + Column [e] 

$ 1,882,238 
2 

3,764,476 
1,882.238 
5,646,714 

3 
1.882.238 

2 
3,764,476 - 

I 112,728 1 
3,651,748 

19.096 
693,832 

13.5000% 

$ 93,668 
98,597 

s (4,929). 

$ 1,882,238 
2 

$ 3,764,476 
$ 2,829,778 

6,594,254 
3 

$ 2,198,085 
2 

$ 4,396,169 

$ 112,728 
$ 4,283,441 

$ 81 3.854 
19.096 

13.5000% 
$ 

$ 109,870 
$ 93,668 
1 16,202 

5 16,202 
947,540 

1.709094% 



Lago Del Or0 Watar Company 

Test Year Ended December 31,2012 
Docket NO. W-01944A-134215 

LINE 
NO. DESCRIPTION 

Schedule WR-W14 

COMPANY STAFF STAFF 
TEST YEAR ADJUSTMENTS RECOMMENDED 

'MENT NO. 5 - Test year income taxesRATE BASE ADJUSTMENT NO. 1 - Staff adjusted value of plant purc 

1 Income Tax Expense $ (128,849) $ 82,958 $ (45,891) 

References: 
Column (A): Company Schedule GI 
Column (6): Column [C] - Column [A] 
Column (C): Schedule MJR-W2 
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EXECUTIVE SUMMARY 
L A W  DEL OR0 WATER COMPANY 

DOCKET NO. W-01944A-134215 

CONCLUSIONS 

1. 

2. 

3. 

4. 

5. 

6.  

7. 

8. 

9. 

The Arizona Corporation Commission (“ACC” or “Commission”) Utilities Division Staff 
(“Utilities S W  or “Stafl”) concludes that the Lago Del Or0 Water Company, Inc. 
(“LDO” or “Company”) water system has adequate production and storage capacity to 
serve the present customer base and any reasonable growth. 

According to the Arizona Department of Environmental Quality (“ADEQ) Compliance 
Status Report (“CSR”), dated January 7, 2014, the CSR indicates that the LDO water 
system is currently delivering water that meets water quality standards required by 40 
CFR 141 (National Primary Drinking Water Regulations) and Arizona Administrative 
Code, Title 18, Chapter 4. 

The Arizona Department of Water Resources (“ADWR”) has reported that LDO is 
currently non-compliant with departmental requirements governing water providers 
andor community water systems regarding the non-submittal of its Water System Plan. 

LDO’s service area is located within ADWR’s Tucson Active Management Area 
( “ T M ) .  

According to the Utilities Division Compliance Section database LDO currently has no 
delinquent Commission compliance items. 

LDO has approved Curtailment and Backflow Tariffs on file with the Commission. 

Staff concludes that the costs associated with the installation of the plant infrilstructure 
and backbone, listed in Table H, are reasonable. Staff further concludes that the costs do 
not appear to consider accumulated depreciation. (See Page 20, Section J Financing). 

Staff estimates that LDO’s total cost associated with the sampling and testing of the 
Unregulated Contaminant Monitoring Rule 3 contaminants required by the 
Environmental Protections Agency amounts to $32,280, as illustrated in Table G. 

Staff concludes that the plant infrastructure and backbone, listed in Table H, are currently 
in operation and considered used and useful. (See Page 20, Section J Financing). 



RECOMMENDATIONS 

1. Staff recommends an annual water testing expense of $21,885 presented in Table D be 
used for purposes of this application (See Page 15, Section E ADEQ Compliance). 

2. Staff recommends that LDO use the depreciation rates presented in Table E (See Page 16, 
Section H Depreciation Rates). 

3. Staff recommends that the meter and installation charges listed under “Staffs 
Recommendation” in Table F be adopted (See Page 17, Section I Other Issues). 

4. Staff recommends that LDO file with Docket Control, as a compliance item in this docket 
and within 90 days of the effective date of a decision in this proceeding, at least seven (7) 
BMPs in the form of tariffs that substantially conform to the templates created by Staff 
for Commission’s review and consideration. The templates created by Staff are available 
on the Commission’s website at http://www.azcc.aov/Divisions/utilities/forms.asp. LDO 
may request cost recovery of the actual costs associated with the BMPs implemented in 
its next general rate application. 

5. Staff recommends that LDO revise its Volatile Organic Compound (“VOC”) sampling 
and testing schedule to conform to ADEQ’s schedule. 

6. Staff recommends that LDO revise its Radiochemical (“IUD”) sampling and testing 
schedule to conform to ADEQ’s schedule. 

7. Staff recommends that any increase in rates approved by the Commission not become 
effective until ADWR has determined that LDO is in compliance with departmental 
requirements governing water providers andor community water systems. 

http://www.azcc.aov/Divisions/utilities/forms.asp
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INTRODUCTION 

Q. 
A. 

Q* 
A. 

Q. 
A. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Please state your name and business address, 

My name is Michael Thompson. My business address is 1200 West Washington Street, 

Phoenix, Arizona 85007. 

By whom and in what position are you employed? 

I am employed by the Arizona Corporation Commission (“Commission” or “ACC”) as a 

Utilities Engineer - WaterWastewater in the Utilities Division. 

How long have you been employed by the Commission? 

I have been employed by the Commission since June 2013. 

What are your responsibilities as a Utilities Engineer - WaterNastewater? 

As a Utilities Engineer, specializing in water and wastewater engineering, my 

responsibilities include: the inspection, investigation, and evaluation of water and 

wastewater systems; obtaining data, and preparing investigative reports; providing 

technical recommendations and suggesting corrective action for water and wastewater 

systems; and providing written and oral testimony in rate cases and other cases before the 

Commission. 

How many companies have you analyzed for the Utilities Division? 

I have analyzed 8 companies covering various responsibilities for the Utilities Division 

staff (“Staff). 

Have you previously testified before this Commission? 

Yes, I have testified before this Commission. 
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Q. 
A. 

Q. 
A. 

What is your educational background? 

I graduated fbm the S U N Y  College of Environmental Science and Forestry (ESF) at 

Syracuse, New York, and Syracuse University (SU) at Syracuse, New York. I have a 

Bachelor of Science Degree in Pulp and Paper Engineering from ESF and Chemical 

Engineering fiom SU. 

Briefly describe your pertinent work experience. 

Prior to my employment with the Commission, I was the Operations Engineer, from 2009 

to 2012, for the Southwest and Central Districts of Golden State Water Company 

(“GSWC”), located in Gardena and Santa Fe Springs, California, respectively. As the 

Operations Engineer, I provided technical assistance and support to the districts’ 

operations departments with primary focus on resolving operational problems and 

optimizing the efficiency of the water system operations. Prior to my employment with 

GSWC, I was employed with Chaparral City Water Company (“Chaparral”), fiom 2002 to 

2009 as District Operations Engineer. While at Chaparral, I performed all capital, new 

business, and water quality activities within the district. I served as field 

engineer/construction manager for all capital and new business projects under 

construction. I also managed all water quality activities including monitoring, sampling, 

and reporting as required by 40 CFR (National Primary Drinking Water Regulations) and 

Arizona Administrative Code, Title 18, Chapter 4. 

From 2000 to 2002, I was employed with the Fountain Hills Sanitary District as 

Engineering Assistant. I performed plan review of all commercial and residential projects 

in the Town of Fountain Hills, and managed the district’s construction projects. 
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Q* 
A. 

From 1996 to 2000, I was employed as an Environmental Engineel ,fig Specialist with the 

Arizona Department of Environmental Quality (“ADEQ). During that time period, I 

pdormed operations and maintenance site inspections of public water systems in Gila, 

LaPaz, Mohave, and Southwestern Yavapai Counties. 

Please state your professional membership, registrations, and licenses. 

I am registered as a Professional Engineer (Civil) in the State of Arizona, and a Grade 2 

Certified Water Treatment Plant Operator, and a Grade 3 Certified Water Distribution 

System Operator. I am a member of the American Water Works Association and Arizona 

Water Association. 

PURPOSE OF TESTIMONY 

Q* 
A. 

Q- 
A. 

What was your assignment in this rate proceeding? 

My assignment was to provide Staffs engineering evaluations for the Lago Del Or0 Water 

Company (“LDO”) rate proceedings. 

What is the purpose of your testimony in this proceeding? 

To present the findings of Staffs engineering evaluation of the operations for LDO. I 

visited the LDO water system on October 24, 2013. The findings are contained in the 

Engineering Report that I have prepared for this proceeding. The report is included as 

Exhibit MT-1 to this pre-filed testimony. 

ENGINEERING REPORT 

Q. 

A. 

Please describe the attached Engineering Report, Exhibit MT-l? 

Exhibit MT-1 presents the details and Staffs analysis and findings for LDO’s water 

system, and is attached to the direct testimony. Exhibit MT-1 contains the following 
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major topics: 1) Introduction and Location of LDO, 2) Description of the Water System, 

2) Water Use, 3) Growth, 4) Compliance Status with ADEQ, the Arizona Department of 

Water Resources, and the Commission, 5) Depreciation Rates, 6) Other Issues, and 7) 

Financing. The Conclusions and Recommendations h m  the Engineering Report are 

contained in the “Executive Summarf‘. 

Q. 
A. 

Does this conclude your Direct Testimony? 

Yes, it does. 
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ENGINEERING REPORT FOR 
Lago Del Ora Water Company 

Docket No. W-01944A-134215 (Rates) 

By Michael Thompson, P. E. 

January 8,2014 

EXECUTIVE SUMMARY 

CONCLUSIONS 

1. 

2. 

3. 

4. 

5.  

6. 

7. 

The Arizona Corporation Commission (“ACC” or “Commission”) Utilities Division Staff 
(“Utilities Staff‘ or “Staff”) concludes that the Lago Del Or0 Water Company, Inc. 
(“LDO” or “Company”) water system has adequate production and storage capacity to 
serve the present customer base and any reasonable growth. 

According to the Arizona Department of Environmental Quality (“ADEQ) Compliance 
Status Report (“CSR”), dated January 7, 2014, the CSR indicates that the LDO water 
system is currently delivering water that meets water quality standards required by 40 
CFR 141 (National Primary Drinking Water Regulations) and Arizona Administrative 
Code, Title 18, Chapter 4. 

The Arizona Department of Water Resources (“ADWR”) has reported that LDO is 
currently noncompliant with departmental requirements governing water providers 
andor community water systems regarding the non-submittal of its Water System Plan. 

LDO’s service area is located within ADWR’s Tucson Active Management Area 
(‘TM). 

According to the Utilities Division Compliance Section database LDO currently has no 
delinquent Commission compliance items. 

LDO has approved Curtailment and Backflow Tariffs on file with the Commission. 

Staff concludes that the costs associated with the installation of the plant ihistructure 
and backbone, listed in Table H, are reasonable. Staff further concludes that the costs do 
not appear to consider accumulated depreciation. (See Page 20, Section J Financing). 
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8. Staff estimates that LDO’s total cost associated with the sampling and testing of the 
Unregulated Contaminant Monitoring Rule 3 contaminants required by the 
Environmental Protections Agency mounts to $32,280, as illustrated in Table G. 

9. Staff concludes that the plant infrzlstructure and backbone, listed in Table H, are currently 
in operation and considered used and useful. (See Page 20, Section J Financing). 

RECOMMENDATlONS 

1. Staff recommends an annual water testing expense of $21,885 presented in Table D be 
used for purposes of this application (See Page 15, Section E ADEQ Compliance). 

2. Staff recommends that LDO use the depreciation rates presented in Table E (See Page 16, 
Section H Depreciation Rates). 

3. StafT recommends that the meter and installation charges listed under “Staffs 
Recommendation” in Table F be adopted (See Page 17, Section I Other Issues). 

4. Staff recommends that LDO file with Docket Control, as a compliance item in this docket 
and within 90 days of the effective date of a decision in this proceeding, at least seven (7) 
BMPs in the form of tariffs that substantially conform to the templates created by Staff 
for Commission’s review and consideration. The templates created by Staff are available 
on the Commission’s website at http://www.azcc. gov/DivisionsAJtilities/forms.asD. LDO 
may request cost recovery of the actual costs associated with the BMPs implemented in 
its next general rate application. 

5.  Staff recommends that LDO revise its Volatile Organic Compound (“VOC’) sampling 
and testing schedule to conform to ADEQ’s schedule. 

6. Staff recommends that LDO revise its Radiochemical (“‘W) sampling and testing 
schedule to conform to ADEQ’s schedule. 

7. Staff recommends that any increase in rates approved by the Commission not become 
effective until ADWR has determined that ID0 is in compliance with departmental 
requirements governing water providers andor community water systems. 

http://www.azcc
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A. INTRODUCTION AND LOCATION OF COMPANY 

On June 27,2013, Lago Del Or0 Water Company, Inc. (“LDO” or “Company”) filed an 
application with the Arizona Corporation Commission (“ACC” or “Commission”) to increase its 
rates (Docket No. W-01944A-33-0215). LDO’s current rates were approved in Commission 
Decision No. 56464, dated April 26,1989. 

On July 10,2013, LDO filed a financing application (Docket No. W-01944A-13-0242) 
requesting approval to borrow $3,900,000 from the most likely lender, Wells Fargo Bank 
(“Wells Fargo”). The purpose for the loan is to fimd significant asset purchases (water 
infrastructure and plant facilities in the Saddlebrooke service area) fiom Saddlebrooke 
Development. The request was amended on October 9,2013, to reflect updated loan terms and 
conditions by the likely lender, Wells Fargo. 

The ACC Utilities Division Staff (“Utilities Staff or “Star) engineering review and 
analysis of the pending rate and financing applications are presented in this report. 

LDO is a Class B water utility company that provides public utility water service to 
approximately 6,348 metered connections.’ The LDO water system serves the unincorporated 
master planned community of Saddlebrooke (‘‘Saddlebr~oke~~), the unincorporated community of 
Catalina (“Catalina”), and a smaller residential community, surrounded by Saddlebrooke, known 
as Loma Serena. The three (3) communities are located off State Route 77 (“SR-77”) 
approximately 25 miles north of the City of Tucson in Pinal and Pima Counties, Arizona. The 
LDO water system is a groundwater-based system bisected by the county line between Pinal and 
Pima Counties. The Saddlebrooke and Lorna S e r a  service areas of the LDO water system are 
located in PinaI County and the Catalina service area of the LDO water system is located in Pima 
County. Saddlebrooke is a two (2) phased development consisting of approximately forty nine 
(49) sub-divisions (“Units”), and two (2) golf courses. Loma Serena is a separate residential 
community unaffiliated with Saddlebrooke. Catalina is a larger and older developed community 
than Saddlebrooke. The location of LDO and the area covered by its Certificate of Convenience 
and Necessity (“CC&N), which covers approximately 11,125 acres, are shown in Figures 1 and 
2, respectively. The original CC&N was granted in Commission Decision No. 35472 dated 
November 6,1964. 

B. DESCRIPTION OF THE WATER SYSTEM’ 

The LDO water system was visited on October 24, 2013, by Staff member Michael 
Thompson. Mr. Thompson was accompanied by Mr. Edward E. MacMeans. Mr. MacMeans is 
the LDO superintendent that currently handles the day-to-day operations of the water system, 

Per plant data submitted with the application. 
The description of the water system is based on one, or a combinahon of, the following sources: 1) Company’s Application, 2) 

Direct Testimony of Ray Jones, dated June 27,2013,3) Direct Testimony of Steven Soriano, dated June 27,2013,4) Information 
contained in the Company’s Response to Staf€Data Requests and, 5) Information collected during Staffs site visit. 
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and is also the certified operator? Mr. MacMeans currently supervises twelve (12) employees, 
which consist of one (1) secretary and eleven (1 1) operators. 

The LDO water system is comprised of two (2) interconnected service areas; 
Saddlebrooke and Catalina. The Saddlebrooke service area consists of four (4) water plant sites, 
seven (7) wells, and a looped distribution system with six (6) pressure zones. The Catalina 
service area consists of one (1) water plant site, four (4) welVstorage and booster pump station 
sites, three (3) independent booster pump stations, nine (9) wells, and a looped distribution 
system with three (3) pressure zones. 

The Saddlebrooke and Catalina service area distribution systems consist of 5,943 linear 
feet (“If”) of 2-inch poly vinyl chloride (“PVC”) water main pipe, 20,497 If of 3-inch PVC water 
main pipe, 86,007 If of 4-inch PVC water main pipe, 163,648 If of 6-inch PVC water main pipe, 
122,222 If of 8-inch PVC water main pipe, 23,676 If of 10-inch PVC water main pipe, and 4,903 
If of 12-inch PVC water main pipe which currently serve approximately 6,350 metered 
connections. The Saddlebrooke and Catalina service area distribution systems include a total of 
391 standard fire hydrants, with a designed fire flow of 1,250 gallons per minute (“gpm”). 

The in-service plant facilities (Le., wells, tanks, pumps, and visible pipe) within the 
Saddlebrooke and Catalina service areas appeared to be in proper working order, properly 
maintained, and in excellent condition. Staff did not observe any leaks at the water plants, well 
sites, or in the distribution system. 

Saddlebrook Service Area 

Water Plants #1, #2, #3, & #4 contain storage tanks, hydro-pneumatic pressure tanks, and 
electric powered booster pumps. In addition, Water Plants #2 and #4 have backup generators 
and Water Plants #1, #2 & #3 also have diesel powered booster pumps; all of which were 
designed to provide reliable and uninterrupted service. The four (4) water plants pump water to 
an interconnected and looped distribution system, designed to provide system reliability and 
consistent water quality, which serves Saddlebrooke and Lorna Serena. 

The water plant sites are fed by seven (7) wells (Well ##4, #15, #16, #17, #18 & #19). 
Well #4 pumps water, via a transmission main, to Water Plant #2, and also pumps water directly 
to the Saddlebrooke Phase I Golf Course Lake. Well #16, located at Water Plant #2, pumps 
directly to the two (2) 250,000 gallon storage tanks located at the plant site. Well #15, #17, #18, 
& #19 pump water, via transmission mains, to Water Plant #1, #3, & #4 and also directly to the 
Saddlebrooke Phase I1 Golf Course and irrigation customers. 

Mr. MacMean is a Certified Grade 4 Water Distribution System Operator, a Grade 4 Treatment Plant Operator, a Grade 4 
Wastewater Treatment Plant Operator, and a Grade 3 Wastewater Collection System Operator- ADEQ Operator Identification 
No. OP025081. 
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The facilities located at Water Plant #2 are shared by LDO, and an affiliated company, 
Ridgeview Utility Company ("RUC"). RUC provides service to The Preserve at Saddlebrooke 
and The Preserve Golf & Country Club, which are immediately adjacent to and located northeast 
of Saddlebrooke Phase I. Water Plant #2 also pumps water to a small booster station (Unit #14 
Booster Pump Station) that serves residential customers located in a small isolated area within 
Saddlebrooke Phase I known as Unit #14. 

Catalina Service Area 

The Catalina service area has nine (9) wells (Well #1, #3, #5, #6, #7, #8, #11, #13 and 
#22). Five (5 )  of the wells feed the water plant and the welVstorage & booster pump stations, 
with the remaining four (4) feeding directly to the distribution system. 

Water Plant #5, which is located of€ a cul-de-sac on Border Rock Road in the southwest 
section of Saddlebrooke Phase II, contains a storage tank, a hydro-pneumatic pressure tank, 
booster pumps, and a backup generator. Well #22 pumps water, via a transmission main, 
directly to Water Plant #5. Although located in the Saddlebrooke service area, Water Plant #5 
provides water to the Catalina service area and not Saddlebrooke. 

WelVStorage & Booster Pump Station #1, #3, and #7 contain storage tanks, hydro- 
pneumatic pressure tanks, electric powered booster pumps, and wells. Well #1, #3, and #7 are 
located at their respective WelYstorage & booster pump stations. Well #I1  pumps directly to 
Well/Storage & Booster Pump Station #3. 

Well #5, #6 and #13, Water Plant #5, and the welVstorage & booster pump stations pump 
water to an interconnected and looped distribution system that serves the majority of Catalina. 

Well #8 supplies water to Booster Pump Stations #9 and #lo, which in turn pump water 
to an isolated distribution system within Catalina that is independent of the interconnected and 
looped distribution system. 

A detailed listing of the Saddlebrooke and Catalina plant facilities are included in Table 
A, and a schematic of the Saddlebrooke and Catalina service areas are illustrated in Figure 3 and 
4, respectively. 

-~ ~ 

According to Ray Jones Direct Testimony, dated June 27,2013, LDO and RUC entered into a Water Facilities Sharing 
Agreement ('Sharing A m t ' ' )  on November 27,2000. The Sharing Agreement has a term of 50 years. 
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Plant $1 

Plant 42** 

Plant #3 

Plant #4 
Unit #14 BPS 

Table A. Saddlebrooke & Catalina Plant Facilities Summary5 

Well # 14 None 1 - 2,500 5 -Electric 
1-200 1 - Diesel 

6 -Electric 
1 - Diesel 
4 -Electric 
1 - Diesel 

1 - 286,000 

2 - 250,000 1 - 7.000 Well 1116 1 

1 - 500,000 

2 - 200,000 1 - 15,000 4 - Electric Well #I9  1 
None 1 - 6 0  2 - Electric None None 

None None I - 10,000 

*POE signifies Point of Entry into the distribution system. 

The information listed was based on one; or a combination of, the following sources: 1) Company’s -4pplication; 2) 
Commission Annual Reports, 3) Arizona Department of Water Resources Records, 4) Information contained in the Company’s 
response to a Staff Data Requests and, 5) Information collected during Staffs site visit. 
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2 
3 
4 

6 

*Plant #5  IS located within the Saddlebrooke development, but serves the Catahna water system BPS signifies Booster Pump 
Station. 

PVC - C900 5,943 
PVC - CY 00 20,497 
PVC - CY00 86,007 
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Figure 3. Saddlebrooke Service Area Schematic 
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Figure 4. Catalina Service Area Schematic 



C. WATERUSE 

Water Sold 

Figure 4 represents the water consumption data, for the unincorporated master planned 
community of Saddlebrooke, Lorna Serena, and the unincorporated community of Catalina, 
provided by LDO for the test year ending December 31,2012. Customer consumption included 
a high monthly water use of 449 gallons per day (“gpd”) per connection (6,327 connections) in 
June, and the low water use of 184 gpd per connection (6,326 connections) in February. The 
average daily demand during the twelve-month period was approximately 272 gpd per 
connection. LDO reported 629,606,059 gallons of water sold during the test year.6 

Lago Del Or0 Water Company 
Water Usage - 2012 

449 I 
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Figure 4. Water Use 

Non-accounted For Water 

LDO reported 676,207,050 gallons of water pumped and 629,606,059 gallons of water 
sold, during the test year ending December, 2012, resulting in a water loss of 6.89%, which is 
within acceptable limits. 

Total water sold during the test year is based on the monthly data from the meter reads as reported in the LDO 201 2 Water 
Statistics. 
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System Ana lysis 

The total well production capacity of the sixteen (16) LDO wells is approximately 8,175 
gpm (1 1,772,000 gpd). The LDO water system, which includes the Saddlebrooke and Catalina 
service areas, has a total of twelve (12) storage tanks providing a total storage capacity of 
1,834,000 gallons. There are 391 fire hydrants in the distribution systems. The fire flow 
requirement is 1,250 gpm with a minimum duration of 2 hours. 

During the peak month, June 2012, the water system was serving 6,327 connections when 
LDO reported 85,309,769 gallons of water sold. Average daily demand for the month of June 
2012 was determined to be 2,843,659 gpd. Staff concludes that the LDO water systems have 
adequate production and storage capacity to serve the current customer base and reasonable 
growth. 

D. GROWTH’ 

LDO experienced steady growth fiom 1992 to 2012. LDO reported 1,417 metered 
connections served in 1992 and 6,348 metered connections served in 2012; an increase of 4,931 
metered connections. On average, metered connections have increased approximately 247 per 
year. The greatest growth occurred between 1992 and 2006, where the number of metered 
connections increased by a total of 4,629. From 2008 to 2012, LDO has experienced a moderate, 
but steady increase in growth. 

Currently, the Saddlebrooke service area is close to build-out, with approximately 120 to 
140 lots remaining to be developed. Should the economy continue to stabilize, LDO anticipates 
modest growth in the Saddlebrooke and Catalina service areas. 

E. ARIZONA DEPARTMENT OF ENVIRONMENTAL QUALITY (“ADEQ) 
COMPLIANCE 

Compliance 

ADEQ regulates the LDO and RUC water systems under ADEQ Public Water System 
Identification (“PWS ID”) No. 11-117. ADEQ inspected the LDO water system on December 
17,2010. During the inspection no major deficiencies were found in the operation, maintenance, 
or certified operator status of the water system. 

According to ADEQ Compliance Status Report (“CSR”), dated January 7,2014, the CSR 
indicates that the LDO water system is currently delivering water that meets water quality 
standards required by 40 CFR 141 (National Primary D d & g  Water Regulations) and Arizona 
Administrative Code, Title 18, Chapter 4. 

’ Staff’s historical growth figures are based on the data reported by LDO in their annual reports submitted to the commission. 
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Water Monitoring and Testing 

Table B provides a comparison of ADEQ’s and LDO’s monitoring for various 
contaminants within the LDO and RUC distribution systems and entry points to the distribution 
systems. Samples to be tested for the various contaminants are collected from both LDO and 
RUC distribution systems. 

Table B. Comparison of ADEQ and LDORUC Monitoring Schedules’ 

31ncludes all entry points with the exception ofEPDS001, EPDS017, and EPDS022. 4Sulfate is an unregulated contaminant that 
ADEQ required of LDO, which LDO continues to monitor. ’The Unregulated Contaminant Monitoring Rule 3 (UCMR3) 
required by the Environmental Protection Agency (EPA) begins in 2014. Samples to bc tested for the presence of UCMR3 
contaminants are to be taken twice from all entry points within one (1) consecutive twelve month period. (See Page 18, Section I 
Other Issues, 4. Unregulated Contaminant Monitoring). 

e The information listed was based on one, or a combination of, the following sources: 1) Company’s Application, 2) 
Commission Annual Reports, 3) Arizona Department of Water Resources Records, 4) Information contained in the Company’s 
response to a Staff Data Requests and. 5 )  Information collected during Staffs site visit. 
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Samples that are to be tested for the presence of Total Coliform, Total Trihalomethanes 
(TTHM), and Haloacetic Acids (HAAS) are taken from within the LDO distribution system. 

Samples that are to be tested for the presence of Asbestos, NitrateNitrite, Inorganic 
Compounds (IOC), Synthetic Compounds (SOC), Volatile Compounds (VOC), Radiochemicals 
(RAD), and Sulfate are taken from all entry points into the LDO distribution system. All 
samples are submitted to and tested by Legend Technical Services, Inc. 

As indicated in Table B, LDO is following ADEQ’s Contaminant Sampling Schedule, 
with the exception of VOCs, and RADs. According to the ADEQ Sampling Schedule, and 
illustrated in Table B, LDO is required to: 

1) Sample and test the distribution system entry points for VOCs every six (6)  years, 
with the exception of entry point EPDS022, which is currently required to be sampled 
and tested each quarter annually. LDO has chosen to sample and test each entry point 
for VOCs every nine (9) years. Since ADEQ requirements take precedence, Staff 
recommends that LDO revise its VOC sampling and testing schedule to conform to 
ADEQ’s schedule. 

2) Sample and test the distribution system entry points for RADs every six (6)  years, 
with the exception of entry points EPDSOOl, EPDS017, and EPDS022. EPDSOOl 
and EPDS017 are currently required to be sampled and tested every nine (9) years, 
and EPDS022 is required to be sampled and tested each quarter annually. Since 
ADEQ requirements take precedence, Staff recommends that LDO revise its RAD 
sampling and testing schedule to conform to ADEQ’s schedule. 

Water Testing Expenses 

LDO reported water testing expenses of $50,082.00 during the test year. Approximately 
$2,740 of the expenses was for testing of samples fiom the RUC distribution system and the 
LDO & RUC shared facilities at Water Plant #2 in Saddlebrooke. Accordingly, water testing 
expenses during the test year for LDO were $47,342. 

The monitoring and testing expenses, that were reviewed, evaluated, and recalculated by 
Staff, are represented in Tables C and D. 

The costs indicated in Table C are reflective of ADEQ sampling requirements for both 
LDO and RUC. The total annual water testing costs, which includes the combined expenses for 
LDO and RUC, amounts to $23,820. 

LDO and RUC are each assigned an allocation for each of the monitored contaminants. 
For example, there are a total of twenty (20) Total Coliform samples collected each month (total 
of 240 per year) from the LDO and RUC distribution systems. Ten (10) percent, or two (2), of 
the Total Coliform samples are allocated from RUC. The remaining ninety (90) percent, or 
eighteen (1 8), Total Coliform samples are allocated from LDO. 
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Disinfection By-products (HAA5s) 

Asbestos 

Nitrate & Nitrite’ 

Table C. LDO/RUC Water Testing Costs 

Annually s200 11 $2,200 $2,200 

Once/9 Years S 160 11 $1,760 SI96 

Annualiy ’ $32 11 $3 52 5352 

Total Coliform’ 1 Annually I 516 1 240 53,840 I $3,840 
Lead & Copper 1 0nce/3 Years 1 ~ 3 4  1 30 El ,020 $340 

I Disinfection By-products (TTHMs) I Annually I S80 I 11 I $880 I $880 1 

I Inorganic Compounds ( 1 0 ~ s )  I Oncei3Years I $217 I 11 I $2,387 1 E796 1 
I Synthetic Organic Compounds (SOCs) I Once13 Years I $1,794 1 22 I S39,468 I $13,156 I 

1 Radiochemicals (WS)~ I Once/9years 1 $280 1 2 [ $560 1 $62 I 

~~~ ~~~~~ 

‘Eighteen (18) samples are taken from within the LDO distribution system and two (2) are taken from within the RUC 
distribution system each month for Total Coliform testing (240 per year). ’This sample is first analyzed to determine the 
concentration of Total Nitrogen, and then analyzed for the concentration of Xitrite. The Nitrite concentration is then subtracted 
from the concentration of Total Nitrogen to obtain the concentration of Nitrate present in the sample. According to the ADEQ 
Sampling Schedule, Nitrite is required once every nine (9) years. However, since Nitrite is needed to determine Nitrate, Nitrite is 
included in the Annual results. 3According to the ADEQ Sampling Schedule, one (1) sample is to be taken from Entry Point 
EPDSOOl and EPDS017 (Well $1 & #17) once every nine (9) years. 4According to the ADEQ Sampling Schedule, one (1) 
sample is to be taken from Entry Point EPDS022 (Well #22) each quarter during the annual testing cycle. 

LDO’s proposed annual water testing expenses, as presented in its rate application, 
totaled $22,433. However, RUC’s water testing expenses were also included in the proposed 
testing expenses. In response to a Staff Data Request, LDO provided an updated annual water 
testing cost of $21,613, which excluded the water testing expenses for 

Table D provides a comparison of LDO’s and RUC’s adjusted total annual water testing 
costs as per the allocations. Based on the total annual water testing cost of $23,280, RUC’s 
allocated share of the total costs is $1,935, with the remaining balance of $21,885 being allocated 
to LDO. Staff recommends an annual water testing expense of $21,885, for LDO, be used for 
purposes of this application 

The updated annual water testing expenses were provided in response to a Staff Data Request MST-2 email, dated December 
13. 2013. 
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Table D. LDO & RUC Adjusted Water Testing Costs 

0.511 I = 0.4545 for each POE 3Three (3) samples are allocated to RUC (10%) 

F. ARIZONA DEPARTMENT OF WATER RESOURCES (“ADWR”) 
COMPLIAIVCE 

The LDO service area is located within ADWR’s Tucson Active Management Area 
(“TAMA”). ADWR’s m’ater Provider Compliance Report, dated August 28, 20 13, indicates that 
LDO is currently non-compliant with departmental requirements governing water providers 
and/or community water systems, regarding the non-submittal of its Water System Plan. 

Staff recommends that any increase in rates approved by the Commission not become 
effective until ADWR has determined that LDO is in compliance with departmental 
requirements governing water providers and/or community water systems. 

G. ACC COMPLIANCE 

A check of the Utilities Division Compliance Section database showed that there are no 
delinquent Commission compliance items for LDO.” 

‘(I Per Compliance Section email, dated August 27, 2013 
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341 
342 
343 
344 

H. DEPRECIATION RATES 

1 Transportation Equipment 5 20.00 
Stores Equipment 25 4.00 
Tools, Shop & Garage Equipment 20 5 .00 
Laboratorv Eauiament 10 10.00 

Staffs typical and customary depreciation rates, which vary by National Association of 
Regulatory Utility Commissioners (“NARUC”) plant categories, are illustrated in Table E. 
These rates represent typical and customary values within a range of anticipated equipment life. 
Staff recommends that LDO use the depreciation rates presented in Table E. 

345 
346 
347 

Table E. Depreciation Rate Table for Water Companies 

Power Operated Equipment 20 5.00 

Miscellaneous EauiDment 10 10.00 
Communication Equipment 10 10.00 

320.1 
320.2 
320.3 
330 
330.1 
330.2 
33 1 
333 
334 
335 
336 
339 
340 
340.1 

Water Treatment Plants 30 II 3.33 I 
Solution Chemical Feeders i 5 II 20.00 
Point-of-Use Treatment Devices 10 10.00 

Comauters & Software II 5 I 20.00 u 
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I. OTHER ISSUES 

1. Service Line and Meter Installation Charges 

LDO has proposed to increase its existing service line and meter installation charges.” 
The proposed charges are refundable advances, and are similar to the Staffs typical range of 
charges for service line and meter installations. Since LDO may at times install meters on 
existing service lines, it would be appropriate for some customers to only be charged for the 
meter installation. Those charges are included in Table D listed under “Staffs 
Recommendations”. 

Staff recommends that meter sizes 8-inches and larger be priced on an individual case 
Staff further recommends that the charges listed under “Staffs basis (“ICB”) at cost. 

Recommendation” in Table F be adopted. 

Table F. Service Line and Meter Installation Charges 

ICB* Indicates Individual Case Basis at Cost 

The Company‘s current charges were approved In Decision Eo. 56464 8: 56478, effective May 1, 1989 
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2. Curtailment Tariff 

LDO has an approved Curtailment Tariff on file with the Commission. This tariff 
became effective November 6,2013. 

3. Backjlow Prevention Tany  

LDO has an approved Backflow Prevention Tariff on file with the Commission. This tariff 
became effective November 12,2013. 

4. Best Management Practices (‘‘BMP’? Tang 

LDO is regulated, by ADWR, under the modified Non-per Capita Conservation Program 
(MNPCCP) and is required to implement a basic public education program plus five ( 5 )  
additional best management practices (“BMPS).’~ On August 24,2009, ADWR approved LDO’s 
Public Education Program and the five (5 )  BMPs. The BMPs include: 

1) Customer Inquiry Resolution for High Consumption (BMP #3.6) 
2) High Consumption Notification for Customers (BMP #3.7) 
3) Water Waste Investigations and Information (BMP #3.8) 
4) Leak Detection Program (BMP M.1) 
5 )  Meter Repair and Replacement (BMP M.2) 

For the Public Education Program, LDO provides water conservation tips and ideas in the 
customer water bill each month. LDO also distributes Water Wise pamphlets at all clubhouses in 
Saddlebrooke and the LDO Office. Customers who request pamphlets are instructed to pick 
them up at one of the clubhouses or the LDO Office. If requested by a customer, LDO will mail 
a pamphlet. 

Staff recommends that LDO file with Docket Control, as a compliance item in this docket 
and within 90 days of the effective date of a decision in this proceeding, seven (7) BMP’s (five 
that are listed above and two (2) additional) in the form of tariffs that substantially codorm to 
the templates created by Staff for Commission’s review and consideration. The templates 
created by Staff are available on the Commission’s website at 
httD://www.azcc.gov/Divisions/Utilities/forms.asn LDO may request cost recovery of the actual costs 
associated with the BMPs implemented in its next general rate application. 

4. Unregulated Contaminant Monitoring 

On May 2, 2012, the Environmental Protection Agency (“EFA”) revised and 
implemented the Unregulated Contaminant Monitoring Rule 3 (“UCMR3”). ADEQ does not 
regulate the UCMR3 program. The purpose of the UCMR3 (monitoring and sampling 
assessment) is for water systems to collect occurrence data for contaminants suspected to be 

l 2  Information provided by Ray Jones Direct Testimony, dated June 27,2013, and ALWRvia email, dated December 23,2013. 
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Distribution System I 12 I Twice 24 $300 
I Point of Entry (POE) 1 11 Twice 22 $1,140 

present in drinking water, but that do not have health-based standards set under the Safe 
Drinking Water Act (“SDWA”). The UCMR3 program is the primary source of drinking water 
contaminant occurrence data used by the EPA in regulatory determinations. The UCMR3 
program requires water systems to perform the monitoring and sampling assessment only once 
during the time frame between January 2013 - December 2015. 

$7,200 
$25,080 
$32.280 

Beginning in 2014, LDO is required by the EPA to conduct assessment monitoring and 
sampling for the presence of UCMR3 contaminants. Samples to be tested for the presence of 
twenty one (21) of the UCMR3 contaminants are to be taken twice (2) fiom each EPDS within 
one (1) consecutive twelve (1 2) month period. Samples to be tested for the presence of seven (7) 
of the UCMR3 contaminants are to be taken twice (2) from the distribution system maximum 
residence time sampling locations within the same consecutive twelve (12) month period. Each 
sampling event must occur five ( 5 )  to seven (7) months apart. Sampling can span more than one 
calendar year, as long as the sampling is conducted during a twelve (12) month period. 
Currently, LDO is scheduled to conduct sampling in March and November, 2014. 

Staff estimates that LDO’s total cost associated with the sampling and testing of the 
UCMR3 contaminants, required by the EPA, amounts to $32,280, as illustrated in Table G. 
LDO was not made aware of the UCMR3 monitoring, sampling, and testing requirements until 
after its submittal of the rate application. Therefore, the costs were not included in the 
application. 

Table G. EPA Mandated UCMR3 

J. FINANCING 

On July 10, 2013, LDO filed with the Commission a financing application requesting 
authority to incur indebtedness in an amount not to exceed $3,900,000 to fund asset purchases 
(water infrastructure and plant facilities in the Saddlebrooke service area) from Saddlebrooke 
Development. The financing application was amended on October 9, 2013, to reflect updated 
loan terms and conditions by the likely lender, Wells Fargo. 

1. Project Cost Information 

Table H provides in-service dates and installation costs for the assets purchased from 
Saddlebrooke Development. The purchased assets, infrastructure and backbone, are primarily 
located in the southwestern section of Saddlebrooke Phase 2, with the exception of the Phase 2 
Offsite Water Mains. The Phase 2 Offsite Water Mains run from the intersection of 
saddlebrooke Boulevard and Mountain View Boulevard, located in the northern section of 
Saddlebrooke Phase 2, down Mountain View Boulevard to Lago Del Oro Parkway, and then runs 
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Unit 46 - Desert Reflections 
Unit 46-A - Fainvay Valley 
Unit 47 -Desert Vista 

north on Lago Del Oro Parkway until it ties-in with Water Plant #1 located in the southwestern 
section of Saddlebrooke Phase 1. 

June 2002 S 228,171 
$ 7,386 June 2007 

June 2005 $ 323.381 

Table H. Capital Costs to be FinancedI3 

Unit 46 - Desert Reflections 
Unit 46-A - Fainvay Valley 

June 2002 1 S 228,171 
June 2007 I $  7,386 

Unit 49 - Sun Ridge Hills 

I June 2006 1 $ 227,131 I Unit 48 -Desert Views and Unit I 48- A -Hidden Viqtas 
June 2008 I $ 501,861 

Water Plant #S I September2009 I $ 983,357 
Well #22 I Sentemher 2009 I F, 817 107 

Phase 2 - Offsite Water Mains I December 1997 I $ 537,979 
Transmission Mains [ December2007 I $ 261,625 
Subtotal - Backbone Costs I $ 2,600.068 
Total Cost - Infrastructure and Backbone Costs I $ 3,887,998 I 

Staff concludes that the costs associated with the installation of the plant infrastructure 
However, the costs do not appear to consider accumulated and backbone are reasonable. 

depreciation. 

Based on the October 24, 2013 site visit and inspection of the LDO water system, Staff 
concluded that the plant infrastructure and backbone, listed in Table H, are currently in operation 
and considered iised and useful. The plant infrastructure and backbone are included in the 
Saddlebrooke and Catalina Plant Facilities Summary, Table A. 

l 3  Installation and asset descriptions included in the Financing Application, dated July 10, 2013. In-service dates provided from a 
response to Staff Data Request MST-8 email, dated December 20, 2013. 
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EXECUTIVE SUMMARY 
LAG0 DEL OR0 WATER COMPANY 

DOCKET NO. W41944A-134215 

The direct testimony of Staff Witness John A. Cassidy addresses the following issues: 

Carital Structure - Staff recommends that the Commission adopt a capital structure for Lago Del 
Or0 Water Company (“Company”) for this proceeding consisting of 29.0 percent debt and 71.0 
percent equity. 

Cost of Euuity - Staff recommends that the Commission adopt a 9.3 percent return on equity 
(“ROE”) for the Company. Staff’s estimated ROE for the Company is based on the 8.7 percent 
average of its discounted cash flow method (“DCF”) cost of equity methodology estimates for 
the sample companies of 8.1 percent for the constant-growth DCF model and 9.3 percent for the 
multi-stage DCF model. S t a r s  recommended ROE includes an upward economic assessment 
adjustment of 60 basis points (0.6 percent). 

Cost of Debt - Staff recommends that the Commission adopt a 4.6 percent cost of debt for the 
Company. 

Overall Rate of Return - Staff recommends that the Commission adopt a 7.9 percent overall rate 
of return. 

Mr. Bowassa’s Testimony - The Commission should reject the Company’s proposed 10.5 
percent ROE for the following reasons: 

Mr. Bourassa’s primary Future Growth DCF estimates rely exclusively on analysts’ forecasts of 
earnings per share growth. Effectively, Mr. Bourassa’s overall DCF estimate is weighted 75 
percent by his Future Growth DCF estimates. The current market risk premium in Mr. 
Bourassa’s current MRP CAPM model is not reflective of current market conditions and serves 
to overstate his CAPM cost of equity estimate. Mr. Bourassa’s proposed ROE has been inflated 
by an implicit upward adjustment for financial risk and small company risk premium. 
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I. 

Q* 
A. 

Q- 
A. 

Q. 
A. 

Q- 
A. 

INTRODUCTION 

Please state your name, occupation, and business address. 

My name is John A. Cassidy. I am a Public Utilities Analyst employed by the AI~ZOM 

Corporation Commission (“Commission”) in the Utilities Division (“SW). My business 

address is 1200 West Washington Street, Phoenix, MZOM 85007. 

Briefly describe your responsibilities as a Public Utilities Analyst. 

I am responsible for the examination of financial and statistical idormation included in 

utility rate applications and other financial matters, including studies to estimate the cost 

of capital component in rate filings used to determine the overall revenue requirement, and 

for preparing written reports, testimonies and schedules to present Staff‘s 

recommendations to the Commission on these matters. 

Please describe your educational background and professional experience. 

I hold a Bachelor of Arts degree in History from Arizona State University, a Master of 

Library Science degree fiom the University of Arizona, and a Master of Business 

Administration degree with an emphasis in Finance fiom Arizona State University. While 

pursuing my MBA degree, I was inducted into Beta Gamma Sigma, the National Business 

Honor Society. I have passed the CPA exam, but opted not to pursue certification. I have 

worked professionally as a librarian, financial consultant and tax auditor and served as 

Staffs cost of capital witness in rate case evidentiary proceedings in my current as well as 

in a past tenure as a Commission employee. 

What is the scope of your testimony in this case? 

My testimony provides Staffs recommended capital structure, return on equity (“ROE”) 

and overall rate of return (“ROR”) for establishing the revenue requirements for Lago Del 
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Or0 Water Company (“LDO” or “Company”) in the Company’s pending water rate 

application. 

Q. 
A. 

Please provide a brief description of LDO. 

LDO is a Class “E?’ public service corporation engaged in providing water utility service 

in portions of Pima County and Pinal County, Arizona, pursuant to a certificate of 

convenience and necessity granted by the Arizona Corporation Commission 

(“Commission”). During the test year ending December 31, 2012, the Company served 

approximately 6,400 water connections. 

Summarv of Testimony and Recommendations 

Q* 
A. 

Q* 
A. 

Briefly summarize how Staff‘s cost of capital testimony is organized. 

Staffs cost of capital testimony is presented in ten sections. Section I is this introduction. 

Section 11 discusses the concept of weighted average cost of capital (“WACC”). Section 

JII presents the concept of capital structure and presents Staff‘s recommended capital 

structure for LDO in this proceeding. Section IV presents Staff‘s cost of debt for LDO. 

Section V discusses the concepts of ROE and risk. Section VI presents the methods 

employed by Staff to estimate LDO’s ROE. Section VU presents the findings of Staff‘s 

ROE analysis. Section VlII presents Staffs final cost of equity estimates for LDO. 

Section IX presents S t a r s  ROR recommendation. Finally, Section X presents Staffs 

comments on the direct testimony of the Company’s witness, Mr. Thomas J. Bourassa. 

Have you prepared any exhibits to accompany your testimony? 

Yes. I prepared nine schedules (JAC-1 to JAC-9) which support Staffs cost of capital 

analysis. 
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Q. 
A. 

Q* 

A. 

What is Staff’s recommended rate of return for LDO? 

Staff recommends a 7.9 percent overall ROR, as shown in Schedule JAC-1. Staff‘s ROR 

recommendation is based on the following: (1) a capital structure composed of 29.0 

percent debt and 71.0 percent equity; (2) a cost of equity of 9.3 percent, calculated as the 

simple average of the two cost of equity estimates for the sample companies derived fkom 

Staf fs  discomu cash flow (“DCF”) estimation methodologies (8.1 percent h m  S W s  

constant growth DCF model and 9.3 percent h m  Staffs multi-stage DCF model), plus 

the adoption of a 60 basis point upward economic assessment adjustment; and (3) a cost of 

debt of 4.6 percent. 

Staff continues to develop and analyze the indicated cost of equity estimates derived h m  

the two capital asset pricing model (“CAPM’) estimation methodologies historically 

considered and relied upon by Staff. However, at the present time Staff is recommending 

that the Commission de-emphasize the CAPM driven results due to the continuing 

divergence of the CAPM-indicated cost of equity results relative to those derived by the 

DCF model. 

Mr. Cassidy, briefly explain why the cost of equity estimates derived from the CAPM 

have become problematic in today’s economic environment. 

In an effort to recover h m  the economic recession of 2008, the United States Federal 

Reserve (“The Fed”) initiated a monetary policy intended to stimulate economic growth 

and reduce unemployment by keeping the federal funds rate at a level between 0 to ‘/4 

percent.’ The federal funds rate is the central bank‘s key tool to spur the economy and a 

low rate is thought to encourage spending by making it cheaper to borrow money. In 

addition, in an effort to put downward pressure on longer-term interest rates, the Fed 

~~ ~ 

’ The federal funds rate is the interest rate charged to banks by the Fed for overnight transfers of funds. 
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initiated a policy of quantitative easing2 wherein the U.S. central bank would purchase 

U.S. Treasury mortgage-backed securities by reinvesting the principal payments fiom its 

holdings of agency debt and agency mortgage-backed securities, and of rolling over 

maturing Treasury securities at auction? As a consequence, the low interest rate 

environment engineered by the Fed has compelled investors to seek out higher yields on 

investment wherever they may be found, resulting in the equity markets having recently 

achieved new all-time highs4 and forecasted dividend yields falling to new lows? At 

present, these factors, in combination with one another, have led to abnormally low cost of 

equity estimates being obtained from the CAPM model. Accordingly, in Staffs judgment 

the cost of equity estimates derived from the CAPM should not be given their traditional 

weighting for purposes of setting rates until such time that market conditions change. 

LDO’s Promsed Overall Rate of Return 

Q. Briefly summarize LDO’s proposed capital structure, cost of debt, ROE and overall 

ROR for this proceeding. 

Table 1 summarizes the Company’s proposed capital structure, cost of debt, ROE and 

overall ROR in this proceeding: 

A. 

’ Quantitative easing is an unconventional monetary policy in which a central bank purchases government securities 
or other securities h m  the market in order to lower interest rates and increase the money supply. Quantitative easing 
increases the money supply by flooding financial institutions with capital in an effort to promote increased lending 
and liquidity. Quantitative easing is considered when short-term interest rates are at or approaching zero, and does not 
involve the printing of new b&otes. 

At present, the Fed purchases $40 billion of agency mortgage-backed securities per month and $45 billion of longer- 
term Treasury securities per month. (htlp://www.federalreserve.~ov/newseventdpress/monetar~/2O13 1030ahtm) 

The Dow Jones Industrial Average closed above 16,000 for the first time ever on November 27,2013 (16,097.33), 
and reached an all-time intra-day high of 16,588.25 on December 31,2013. Similarly, the sgtp 500 Index recently 
reached a new all-time high of 1,849.44, and closed at 1837.88 on January 7,2014 (Source: CNNMOney). 
As reported in the Value Line Investment Survv,  Summary &Index, the median estimated dividend yield (next 12 
months) of all dividend paying stocks under its review fell to 2.0 percent on November 1,2013, and has since fallen 
to a level of 1.9 percent (Vulue Line, January 3,2014 issue). 
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Table 1 

Weight Cost Cost 
Weighted 

Long-term Debt 41.09% 6.Wh 2.47% 
Common Equity 58.91% 10.50% 6.19% 
Cost of CapitaUROR 8.65% 

LDO is proposing an overall rate of return of 8.65 percent. 

II. 

Q. 
A. 

Q. 
A. 

Q- 
A. 

THE WEIGHTED AVERAGE COST OF CAPITAL 

Briefly explain the cost of capital concept. 

The cost of capital is the opportunity cost of choosing one investment over others with 

equivalent risk. In other words, the cost of capital is the return that stakeholders expect 

for investing their financial resources in a determined business venture over mother 

business venture. 

What is the overall cost of capital? 

The cost of capital to a company issuing a variety of securities (i.e., stock and 

indebtedness) is an average of the cost rates on all issued securities adjusted to reflect the 

relative amounts for each security in the company’s entire capital structure. Thus, the 

overall cost of capital to a firm is its weighted average cost of capital (“WACC”). 

How is the WACC calculated? 

The WACC is calculated by adding the weighted expected returns of a firm’s securities. 

The WACC formula is: 

Equation 1. 
0 

i =  1 
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~n this equation, Wi is the weight given to the i* security (the proportion ofthe i* security 

relative to the port€olio) and ri is the expected return on the i* security. 

Q- 
A. 

III. 

Can you provide an example demonstrating application of Equation l? 

Yes. For this example, assume that an entity has a capital structure composed of 60 

percent debt and 40 percent equity. Also, assume that the embedded cost of debt is 6.0 

percent and the expected return on equity, i.e., the cost of equity, is 10.5 percent. 

Calculation of the WACC is as follows: 

WACC = (60% * 6.0%) + (4U% * 10.5%) 

WACC=3.60%+4.20% 

WACC = 7.80% 

The weighted average cost of capital in this example is 7.80 percent. The entity in this 

example would need to earn an overall rate of return of 7.80 percent to cover its cost of 

capital. 

CAPITAL STRUCTURE 

Backmund 

Q. 

A. 

Please explain the capital structure concept. 

The capital structure of a firm is the relative proportions of each type of security:-short- 

tenn debt, long-term debt (including capital leases), preferred stock and common stock 

that are used to finance the firm’s assets. 
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Common Stock 
Total 

Q. 
A. 

$80,000 ($80,000/$200,000) 40.0% 
$200,000 100% 

How is the capital structure expressed? 

The capital structure of a company is expressed as the percentage of each component of 

the capital structure (capital leases, short-term debt, long-term debt, preferred stock and 

common stock) relative to the entire capital structure. 

As an example, the capital structure for an entity that is financed by $20,000 of short-term 

debt, $85,000 of long-term debt (including capital leases), $15,000 of preferred stock and 

$80,000 of common stock is shown in Table 2. 

Table 2 

The capital structure in this example is composed of 10.0 percent short-term debt, 42.5 

percent long-term debt, 7.5 percent prefmed stock and 40.0 percent common stock. 

LDO’s Capital Structure 

Q. 

A. 

What was LDWs actual capital structure as of the test year ending December 31, 

2012? 

As of the December 31,2012 test-year end, the Company’s capital structure consisted of 

0.0 percent debt and 100 percent equity. 
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Q- 
A. 

Q* 

A. 

Q- 

A. 

What capital structure w e s  LDO propose x.x purposes o this proceeding? 

The Company proposes a pro forma capital structure composed of 41.09 percent debt and 

58.91 percent common equity. 

Why is LDO proposing a pro forma capital structure in this rate proceeding rather 

than its actual capital structure as of the December 31,2012 test-year end? 

LDO’s proposed pro forma capital structure gives recognition to events expected to take 

place subsequent to the Company’s December 31,2012, test year end which would render 

use of its actual capital structure as of that date to be inappropriate for purposes of this 

proceeding. Specifically, on July 10, 2013, the Company filed a financing application6 

seeking authority to issue evidence of indebtedness in an amount not to exceed 

$3,900,000. In December 2012, the Company purchased a significant portion of its water 

system from an affiliate7, and as contemplated in the financing application LDO plans to 

repay shareholders for this asset purchase by means of a capital structure rebalancing 

wherein $3.9 million of equity capital is to be replaced with $3.9 million of debt financing 

through a loan with Wells Fargo at an interest rate not to exceed 6.0 percent. LDO’s 

proposed financing is beneficial to ratepayers, as the cost of debt is less than the cost of 

equity, and a rebalancing of the Company’s equity-rich capital structure will serve to 

lower the equity component in the capital structure. 

Has the Company requested formal consolidation of its financing application and its 

rate application? 

No. The Company has requested that the two dockets not be consolidated. 

ti Docket No. W-01944A-13-0242. ’ The assets were purchased fiom Saddlebrmke Development, an LDO affiliate, at a price of $3,887,998 (See LDO 
Financing Application, Exhibit 2 (Docket No. W-01994A-13-0242)). 
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Q* 
A. 

Q* 

A. 

Does Staff anticipate recommending approval of the Company’s proposed financing? 

Yes, but with certain modifications. As proposed, the $3.9 million financing reflects the 

ori@ cost of the assets purchased by the LDO affiliate. However, the purchased plant 

had been placed in service in prior years by the affiliate, and LDO’s proposed financing 

gave no consideration to the level of accumulated depreciation that would, or should, have 

been recorded in a contra account between the time the various plant assets were 

originally placed in service and subsequently purchased by LDO. Accordingly, Staff 

expects to recommend approval of the financing but in the amount of $2,751,411, a figure 

which reflects the original cost of the assets ($3,887,998), net of accumulated depreciation 

($1,136,587). Details of S W s  adjustment to plant may be found in the direct testimony 

filed by Staff witness, Mary Rimback. 

How does Staff’s recommended pro forma capital structure for LDO compare to 

capital structures of publicly-traded water utilities? 

Schedule JAC-4 shows the capital s t ~ ~ c t u r e s  of seven publicly-traded water companies 

(“sample water companies” or “sample water utilities”) as of December 2012. The 

average capital structure for the sample water utilities is comprised of approximately 50.3 

percent debt and 49.7 percent equity. 

Staffs CaDital Structure 

Q. 

A. 

Does Staff favor the use of a pro forma capital structure in this proceeding? 

Yes. Staff considers the use of a pro forma capital structure to be appropriate in this rate 

proceeding, as it gives recognition to the prospective events noted above, and as such 

better reflects the Company’s on-going capital costs. 
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Q. 
A. 

Q. 

A. 

What is Staff's recommenuzu capital structure for D O ?  

Staff recommends a pro forma capital structure composed of 29.0 percent debt and 71.0 

percent equity. Staffs recommended pro forma capital structure is reflective of a debt 

component of $2,751,411 and an equity component of $6,740,138.* 

For purposes of setting rates in this proceeding, what are the implications associated 

with Staff's recommended pro forma capital structure relative to the pro forma 

capital structure proposed by the Company? 

As noted above, the debt component in Staffs recommended pro forma capital structure 

reflects the net book value of the assets purchased from the LDO affiliate, and not the 

original cost of the assets as proposed by the Company. 'As a consequence, the debt 

component in Staff's recommended pro forma capital structure (i-e., 29.0 percent) is less 

than that proposed by LDO (Le., 41.09 percent), with the equity component recommended 

by Staff necessarily being higher (Le., 7 1 .O percent) than that proposed by the Company 

(i.e., 58.91 percent). Equity capital is more costly than debt capital; thus, Staff's 

recommended pro forma capital structure allows LDO to earn an equity return on a higher 

equity component in the capital structure. Conversely, however, Staff's recommended pro 

forma capital structure would necessarily be applied to a lower rate base than that 

proposed by the Company, as S W s  recommended rate base is computed on the net book 

value of the assets purchased from the affiliate, and not their original cost as proposed by 

the Company. 

As shown in Company Schedule D-1 , as of the December 3 1,2012 test-year end, LDO had equity of $9,699,341. 
As shown in LDO's projected capital structure, the Company anticipated a net operating loss of $207,792 in the 
coming year, as the equity balance had fallen to $9,491,549. Thus, Staff's $6,740,138 equity component represents 
this $9,491,549 figure less the $2,75 1,411 debt component. 
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Iv. 

Q* 
A. 

Q. 
A. 

Q. 

A. 

COST OF DEBT 

What is the cost of debt proposed by the Company in this proceeding? 

As shown in Company Schedule D-1, LDO proposes a cost of debt of 6.0 percent. This is 

the same cost of debt proposed by the Company in its financing application. 

Did the Company subsequently amend its financing application, and if so, why? 

Yes. LDO filed an amendment to its financing application on October 9, 2013. The 

reason for the amended filing concerned LDO’s request that the financing docket not be 

consolidated with the rate docket; however, the loan terms as originally proposed by the 

Company precluded this due to the debt service coverage ratio (“DSC”) being insufficient 

to allow for non-consolidation. Accordingly, LDO met with its lender to arrange for new 

lending terms, and the Company filed its amendment to propose new financing terms 

sufficient to generate a DSC high enough to allow for non-consolidation? 

In light of the above, what cost of debt does Staff recommend for LDO in this 

proceeding? 

Staff recommends a cost of debt of 4.6 percent. Staffs recommended cost of debt was 

obtained pursuant to a data request issued the Company subsequent to LDO’s amended 

filing. Because the final loan terms are unknown at this time, Staff may find it necessary 

to change its recommended cost of debt and, if necessary, is prepared to do so when filing 

surrebuttal testimony based upon input fiom the Company. 

In the financing docket, Staffs initial DSC calculations were predicated on the understanding that the loan principal 
was to be $3.9 million. Pursuant to a data request issued by Staff Engineering, details as to when the assets 
purchased by LDO from an affiliate were first placed into service were not obtained until late December 2013. If 
Staffhad made its initial DSC calculations based upon the understanding that the loan principal would have been the 
lower net book value figure, there would have been no need for the Company to amend its financing application as 
the original loan terms when applied to that lower principal would have generated a DSC sufficient to allow for non- 
consolidation. 
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V. RETURNONEQUITY 

Backmund 

Q* 
A. 

Q* 
A. 

Q. 
A. 

Please define the term “cost of equity capital.” 

The cost of equity is the rate of return that investors expect to earn on their investment in a 

business entity given its risk. In other words, the cost of equity to the entity is the 

investors’ expected rate of return on other investments of similar risk. As investors have a 

wide selection of stocks to choose from, they will choose stocks with similar risks but 

higher returns. Therefore, the market determines the entity’s cost of equity. 

Is there a correlation between interest rates and the cost of equity? 

Yes, there is a positive correlation between interest rates and the cost of equity, as the two 

tend to move in the same direction. 

What has been the general trend of interest rates in recent years? 

A chronological chart of interest rates is a good tool to show interest rate history and 

identify trends. Chart 1 graphs intermediate U.S. treasury rates h m  January 4,2002, to 

May 31,2013. 
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Q* 
A. 

Chart 1 : Average Yield on 5-,7-, & IO-Year 
Treasuries 

6% 
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As shown in Chart 1, intermediate-term interest rates trended downward from 2002 to 

mid-2003, trended upward through mid-2007, and have generally trended downward since 

that time. 

What has been the general trend in interest rates longer term? 

U.S. Treasury rates from January 1962- May 2013 are shown in Chart 2. The chart shows 

that interest rates trended upward through the mid-1980s and have trended downward 

since that time. 
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Q. 
A. 

Q. 
A. 

Chart 2: History of 5- and lo-Year Treasury Yields 

20% 
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12% 
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0% 

Source: Fcdaal Reserve 

Do these trends have relevance to the cost of equity? 

Yes. As previously noted, interest rates and the cost of equity tend to move in the same 

direction; therefore, it can be concluded that the cost of equity has also declined over the 

past 25 years. 

Do actual returns represent the cost of equity? 

No. The cost of equity represents investors’ expected returns and not realized returns. 
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- Risk 

Q* 
A. 

Q* 
A. 

Q* 
A. 

Q* 
A. 

Please define risk in relation to cost of capital. 

Risk, as it relates to an investment, is the variability or uncertainty of the returns on a 

particular security. Investors are risk averse and require a greater potential return to invest 

in relatively greater risk opportunities, Le., investors require compensation for taking 

on additional risk. Risk is generally separated into two components. Those components 

are market risk (systematic risk) and non-market risk (diversifiable risk or firm-specific 

risk). 

What is market risk? 

Market risk, or systematic risk, is the risk associated with an investment that cannot be 

reduced through diversification. Market risk stems fiom factors that affect all securities, 

such as recessions, war, inflation and high interest rates. These factors affect the entire 

market. However, market risk does not impact each security to the same degree. 

Please define business risk. 

Business risk is the fluctuation of earnings inherent in a firms operations and 

enviroment, such as competition and adverse economic conditions, which may impair its 

ability to provide returns on investment. Companies in the same or similar line of 

business tend to experience the same fluctuations in business cycles. 

Please define financial risk. 

Financial risk is the fluctuation of earnings inherent in the use of debt financing that may 

impair a firm’s ability to provide adequate returns; the higher the percentage of debt in a 

company’s capital structure, the greater its exposure to financial risk. 
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Q- 
A. 

Q- 
A. 

Q* 

A. 

Q- 
A. 

Q- 
A. 

Do business risk and financ, I 

Yes. 

affect the cost of equity 

Is a firm subject to any other risk? 

Yes. Examples of 

unsystematic risk include losses caused by labor problems, nationalization of assets, loss 

of a big client or weather conditions. However, investors can eliminate firm-specific risk 

by holding a diverse portfolio; thus, it is not of concern to diversified investors. 

Firms are also subject to unsystematic or firm-specific risk. 

How does LDO’s fmancial risk exposure compare to that of Staff‘s sample group of 

water companies? 

JAC-4 shows the capital structures of the seven sample water companies as of December 

2012, and LDO’s capital structure as of the test year ending December 31, 2012. As 

shown, the sample water utilities were capitalized with approximately 50.3 percent debt 

and 49.7 percent equity, while LDO’s capital structure consists of 29.0 percent debt and 

71 .O percent equity. Thus, compared to Staffs sample companies, LDO has significantly 

less exposure to financial risk. 

Is the cost of equity affected by fm-specific risk? 

No. Since firm-specific risk can be eliminated through diversification, it does not affect 

the cost of equity. 

Can investors expect additional returns for firm-specific risk? 

No. Investors who hold diversified portfolios can effectively eliminate firm-specific risk 

and, consequently, do not require any additional return. Since investors who choose to be 
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less than fully-diversified must compete in the market with Illy-diversified investors, the 

former cannot expect to be compensated for unique risk. 

VI. 

Introduction 

ESTIMATING THE COST OF EQUITY 

Q* 
A. 

. Q- 
A. 

Q* 
A. 

Did Staff directly estimate the cost of equity for LDO? 

No. Since LDO is not a publicly-traded company, Staff is unable to directly estimate its 

cost of equity due to the lack of firm-specific market data. Instead, Staff estimated the 

Company’s cost of equity indirectly, using a representative sample group of publicly- 

traded water utilities as a proxy, taking the average of the sample group to reduce the 

sample error resulting fiom random fluctuations in the market at the time the information 

is gathered. 

What sample companies did Staff select as proxies for LDO? 

Staffs sample consists of the following seven publicly-traded water utilities: American 

States Water, California Water, Aqua America, Connecticut Water Service, Middlesex 

Water, S J W  Copration and York Water. Staff selected these companies because they 

are publicly-traded and receive the majority of their earnings from regulated operations. 

What models did Staf‘f implement to estimate LDO’s cost of equity? 

Staff used two variations of the DCF model, both of which are market-based, to estimate 

the cost of equity for LDO: the constant-growth DCF model and the multi-stage DCF 

model. 
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Q. 

A. 

Please explain why Staff chose the DCF model. 

Staff chose to use the DCF model because it is a widely-recognized market-based model 

and has been used extensively to estimate the cost of equity. For the reasons noted earlier, 

Staff has not incorporated estimates derived from the CAPM into its cost of equity 

analysis for LDO. An explanation of the DCF model is provided below. 

Discounted Cash Flow Model Analvsis 

Q- 

A. 

Q* 
A. 

Please provide a brief summary of the theory upon which the DCF method of 

estimating the cost of equity is based. 

The DCF method of stock valuation is based on the theory that the value of an investment 

is equal to the s u m  of the future cash flows generated &om the aforementioned investment 

discounted to the present time. This method uses expected dividends, market price and 

dividend growth rate to calculate the cost of capital. Professor Myron Gordon pioneered 

the DCF method in the 1960s. The DCF method has become widely used to estimate the 

cost of equity for public utilities due to its theoretical merit and its simplicity. Staff used 

the f i a l  information for the relevant seven sample companies in the DCF model and 

averaged the results to determine an estimated cost of equity for the sample companies. 

Does Staff use more than one version of the DCF? 

Yes. Staff uses two versions of the DCF model: the constant-growth DCF and the multi- 

stage or non-constant growth DCF. The constant-growth DCF assumes that an entity’s 

dividends will grow indefinitely at the same rate. The multi-stage growth DCF model 

assumes the dividend growth rate will change at some point in the future. 
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The Constant-Growth DCF 

Q. . What is the mathematical formula used in Staff's constant-growth DCF analysis? 

A. 

Q* 

A. 

The constant-growth DCF formula used in Staffs analysis is: 

Equation 2 :  

4 
P, 

K = -+g 

where: K = the cost of equity 
D, = the expected annual dividend 
P, = thecurrentstockprice 
g = the expected infinite annual growth rate of dividends 

Equation 2 assumes that the entity has a constant earnings retention rate and that its 

earnings are expected to grow at a constant rate. According to Equation 2, a stock with a 

current market price of $10 per share, an expected annual dividend of $0.45 per share and 

an expected dividend growth rate of 3.0 percent per year has a cost of equity to the entity 

of 7.5 percent reflected by the sum of the dividend yield ($0.45/ $10 = 4.5 percent) and the 

3.0 percent annual dividend growth rate. 

How did Staff calculate the expected dividend yield   PO) component of the 

constant-growth DCF formula? 

Staff calculated the expected yield component of the DCF formula by dividing the 

expected annual dividend 0 1 )  by the spot stock price (Po) af€er the close of market on 

December 18,2013, as reported by MSNMoney. 
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Q. 

A. 

Q* 

A. 

Q* 

A. 

Q* 
A. 

W h y  did Staff use the Decem-er 2013, spot price rather than a historical average 

stock price to calculate the dividend yield component of the DCF formula? 

The current, rather than historic, market price is used in order to be consistent with 

financial theory. In accordance with the Efficient Market Hypothesis, the current stock 

price is reflective of all available information on a stock, and as such reveals investors’ 

expectations of future returns. 

How did Staff estimate the dividend growth (g) component of the constant-growth 

DCF model represented by Equation 2? 

The dividend growth component used by Staff is determined by the average of six 

different estimation methods, as shown in Schedule JAC-8. Staff calculated historical and 

projected growth estimates on dividend-per-share (“DP!Y),” earnings-per-share (“EPS”)’ ’ 
and sustainable growth bases. 

Why did Staff examine EPS growth to estimate the dividend growth component of 

the constant-growth DCF model? 

Historic and projected EPS growth are used because dividends are related to earnings. 

Dividend distributions may exceed eamings in the short run, but cannot continue 

indefinitely. In the long term, dividend distributions are dependent on earnings. 

How did Staff estimate historical DPS growth? 

Staff estimated historical DPS growth by calculating a compound annual DPS growth rate 

for each of its sample companies over the 10-year period, 2002-2012. As shown in 

Schedule JAC-5, the average historical DPS growth rate for the sample was 3.6 percent. 

lo Derived from idomtion provided by Value Line. ’’ Derived from information provided by Value Line. 
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Q* 
A. 

Q. 
A. 

Q* 
A. 

Q* 
A. 

Q. 
A. 

How did Staff estimate projected DPS growth? 

Staff calculated an average of the projected DPS growth rates for the sample water utilities 

Srom Vulue Line through the period, 2016-2018. The average projected DPS growth rate 

is 5.5 percent, as shown in Schedule JAC-5. 

How did Staff estimate historid EPS growth rate? 

Staff estimated historical EPS growth by calculating a compound mual EPS growth rate 

for each of its sample companies over the 10-year period, 2002-2012. As shown in 

Schedule JAC-5, the average historical EPS growth rate for the sample was 5.1 percent. 

How did Staff.estimate projected EPS growth? 

Staff calculated an average of the projected EPS growth rates for the sample water utilities 

fiom Value Line through the period, 2016-2018. The average projected EPS growth rate 

is 5.6 percent., as shown in Schedule JAC-5. 

How does Staff calculate its historical and projected sustainable growth rates? 

Historical and projected sustainable growth rates are calculated by adding their respective 

retention growth rate terms (br) to their respective stock financing growth rate tenns (vs), 

as shown in Schedule JAC-6. 

What is retention growth? 

Retention growth is the growth in dividends due to the retention of earnings. The 

retention growth concept is based on the theory that dividend growth cannot be achieved 

unless the company retains and reinvests a portion of its earnings. The retention growth is 

used in S W s  calculation of sustainable growth shown in Schedule JAC-6. 
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Q. 
A. 

Q. 

A. 

Q- 

A. 

Q- 

A. 

What is the formula for the retention growL rate 

The retention growth rate is the product of the retention ratio and the book/accounting 

return on equity. The retention growth rate formula is: 

Equation 3: 
Retention Growth Rate = br 

where : b = the retention ratio (1 - dividend payout ratio) 
r = the accounting/book return on common equity 

How did Staff calculate the average historical retention growth rate (br) for.the 

sample water utilities? 

Staf€ calculated the mean of the 10-year average historical retention rate for each sample 

company over the period, 2002-2012. As shown in Schedule JAC-6, the historical 

average retention (br) growth rate for the sample is 2:7 percent. 

How did Staff estimate its projected retention growth rate (br) for the sample water 

Utilities? 

Staff used the retention growth projections for the sample water utilities for the period, 

2016-2018, fiom VuZue Line. As shown in Schedule JAC-6, the projected average 

retention growth rate for the sample companies is 3.8 percent. 

When can retention growth provide a reasonable estimate of future dividend 

growth? 

The retention growth rate is a reasonable estimate of future dividend growth when the 

retention ratio is reasonably constant and the entity’s market price to book value (“market- 
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to-book ratio”) is expected to be 1.0. The average retention ratio has been reasonably 

constant in recent years. However, the market-to-book ratio for the sample water utilities 

is 2.3, notably higher than 1 .O, as shown in Schedule JAC-7. 

Q* 
A. 

Q- 

A. 

Is there any financial implication of a market-to-book ratio greater than 1.0? 

Yes. A market-to-book ratio greater than 1.0 implies that investors expect an entity to 

earn an accountinghook return on its equity that exceeds its cost of equity. The 

relationship between required returns and expected cash flows is readily observed in the 

fixed securities market. For example, assume an entity contemplating issuance of bonds 

with a face value of $10 million at either 6 percent or 8 percent and, thus, paying annual 

interest of $6OO,OOO or $800,000, respectively. Regardless of investors’ required return on 

similar bonds, investors will be willing to pay more for the bonds if issued at 8 percent 

than if the bonds are issued at 6 percent. For example, if the ament interest rate required 

by investors is 6 percent, then they would bid $10 million for the 6 percent bonds and 

more than $10 million for the 8 percent bonds. Similarly, if equity investors require a 9 

percent return and expect an entity to earn accountinghook returns of 13 percent, the 

market will bid up the price of the entity’s stock to provide the required retun of 9 

percent. 

How has Staff generally recognized a market-to-book ratio exceeding 1.0 in its cost of 

equity analyses in recent years? 

Staff has assumed that investors expect the market-to-book ratio to remain greater than 

1 .O. Given that assumption, Staff has added a stock financing growth rate (vs) term to the 

retention ratio (br) term to calculate its historical and projected sustainable growth rates. 
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Q. 

A. 

Q. 
A. 

Q- 
A. 

Q- 
A. 

Do the historical and pro,&& sustainable growth rates Staff uses to develop its 

DCF cost of equity in this case continue to include a stock financing growth rate 

term? 

Yes. 

What is stock financing growth? 

Stock financing growth is the increase in an entity's dividends attributable to the sale of 

stock by that entity. Stock financing growth is a concept derived by Myron Gordon and 

discussed in his book The Cost of Capital to a Public Utility.'2 Stock financing growth is 

the product of the hction of the funds raised fiom the sale of stock that accrues to 

existing shareholders (v) and the fiaction resulting fiom dividing the funds raised fiom the 

sale of stock by the existing common equity (s). 

What is the mathematical formula for the stock financing growth rate? 

The mathematical formula for stock financing growth is: 

Equation 4: 
Stock Financing Growth = vs 

where : v = Fraction of the funds raised from the sale of stock that accrues 
to existing shareholders 

common equity 
s = Funds raised fiom the sale of stock as a fiaction of the existing 

How is the variable v presented above calculated? 

Variable v is calculated as follows: 

Gordon, Myron J. The Cost of Capital to a Public Utility. MSU Public Utilities Studies, Michigan, 1974. pp 3 1- 
35. 
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Equation 5 :  

book value 
market value 

v = I-( ) 

For example, assume that a share of stock has a $30 book value and is selling for $45. 

Then, to find the value of v, the formula is applied: 

v = 1 - p )  

In this example, v is equal to 0.33. 

Q. 
A. 

Q- 
A. 

How is the variable s presented above calculated? 

Variable s is calculated as follows: 

Equation 6: 

Funds raised h m  the issuance of stock 
s = 

Total existing common equity before the issuance 

For example, assume that an entity has $150 in existing equity, and it sells $30 of stock. 

Then, to find the value of s, the formula is applied 

= (%) 
In this example, s is equal to 20.0 percent. 

What is the vs term when the market-to-book ratio is equal to l.O? 

A market-to-book ratio of 1.0 reflects that investors expect an entity to earn a 

book/accounting return on their equity investment equal to the cost of equity. When the 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

ia 

19 

2c 

21 

22 

23 

24 

25 

2t 

Direct Testimony of John A Cassidy 
Docket No. W-O1944A-13-0215 
Page 26 

market-to-book ratio is equal to 1.0, none of the fimds raised fiom the sale of stock by the 

entity accrues to the benefit of existing shareholders, i.e., the term v is equal to zero (0.0). 

Consequently, the vs term is also equal to zero (0.0). When stock financing growth is 

zero, dividend growth depends solely on the br term. 

Q. 
A. 

Q- 
A. 

Q- 

A. 

What is the effect of the vs term when the market-to-book ratio is greater than l.O? 

A market-to-book ratio greater than 1.0 reflects that investors expect an entity to earn a 

booWaccounting retum on their equity investment greater than the cost of equity. 

Equation 5 shows that, when the market-to-book ratio is greater than 1.0, the v term is also 

greater than zero. The excess by which new shares are issued and sold over book value 

per share of outstanding stock is a contribution that accrues to existing stockholders in the 

form of a higher book value. The resulting higher book value leads to higher expected 

earnings and dividends. Continued growth from the vs term is dependent upon the 

continued issuance and sale of additional shares at a price that exceeds book value per 

share. 

What vs estimate did Staff calculate from its analysis of the sample water utilities? 

Staff estimated an average stock financing growth of 2.4 percent for the sample water 

utilities, as shown in Schedule JAC-6. 

What would occur if an entity had a market-to-book ratio greater than 1.0 as a result 

of investors expecting earnings to exceed its cost of equity, and subsequently 

experienced newly-authorized rates equal only to its cost of equity? 

Holding all other factors constant, one would expect market forces to move the company’s 

stock price lower, closer to a market-to-book ratio of 1.0, to reflect investor expectations 

of reduced expected fhture cash flows. 
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Q* 

A. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

If the average market-to-book ratio of Staffs sample water utilities were to fall to 1.0 

due to authorized ROES equaling their cost of equity, would inclusion of the vs term 

be necessary to Staff's constant-growth DCF analysis? 

No. As discussed above, when the market-to-book ratio is qual to 1.0, none of the funds 

raised from the sale of stock by the entity accrues to the benefit of existing shareholders 

because the v term equals to zero and, consequently, the vs tern also equals zero. When 

the market-to-book ratio quals 1.0, dividend growth depends solely on the br tenn. 

S W s  inclusion of the vs term assumes that the market-to-book ratio continues to exceed 

1.0 and that the water utilities will continue to issue and sell stock at prices above book 

value with the effect of benefitting existing shareholders. 

What are Staff's historical and projected sustainable growth rates? 

Staff's estimated historical sustaihable growth rate is 5.1 percent based on an analysis of 

earnings retention for the sample water companies. Staff's projected sustainable growth 

rate is 6.2 percent based on retention growth projected by Value Line. Schedule JAC-6 

presents Staffs estimates of the sustainable growth rate. 

What is Staff's expected infinite annual growth rate in dividends? 

Staffs expected dividend growth rate (g) is 5.2 percent, which is the average of historical 

and projected DPS, EPS, and sustainable growth estimates. Staffs calculation of the 

expected infinite annual growth rate in dividends is shown in Schedule JAC-8. 

m a t  is Staff's constant-growth DCF estimate for the sample utilities? 

Staffs constant-growth DCF estimate is 8.1 percent, as shown in Schedule JAC-3. 



1 

2 

3 

4 

5 

6 

7 

a 
9 

io 

11 

1: 

1: 

1 A  

1: 

le 

1; 

Direct Testimony of John A Cassidy 
Docket No. W-01944A-13-02 15 
Page 28 

The Multi-Staae DCF 

Q* 

A. 

Q- 
A. 

Q. 
A. 

Why did Staff implement the multi-stage DCF model to estimate LDO's cost of 

equity? 

Staff generally uses the multi-stage DCF model to consider the assumption that dividends 

may not grow at a constant rate. The multi-stage DCF uses two stages of growth; the first 

stage (near-term) having a duration of four years, followed by a second stage (long-term) 

of constant growth. 

What is the mathematical formula for the multi-stage DCF? 

The multi-stage DCF formula is shown in the following equation: 

Equation 7: 

Where: P, = currentstockprice 
0, = dividends expected during stage 1 
K = costofequity 
n = yearsof non -constant growth 
0, = dividendexpectedinyearn 
g, = constant rate of growth expected after year n 

What steps did Staff take to implement its multi-stage DCF cost of equity model? 

First, Staff projected future dividends for each of the sample water utilities using near- 

term and long-term growth rates. Second, Staff calculated the rate (cost of equity) which 

equates the present value of the forecasted dividends to the current stock price for each of 

the sample water utilities. Lastly, Staff calculated an overall sample average cost of 

equity estimate. 
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Q. 
A. 

Q. 
A. 

Q* 
A. 

Q- 
A. 

Q* 
A. 

How did Staff calculate near-term (stagel) growth? 

The stage-1 growth rate is based on Value Line’s projected dividends for the next twelve 

months, when available, and on the average dividend growth (g) rate of 5.2 percent, 

calculated in Staffs constant DCF analysis for the remainder of the stage. 

How did Staff estimate long-term (stage-2) growth? 

Staff calculated the stage-2 growth rate using the arithmetic mean rate of growth in Gross 

Domestic product (“GDP”) fiom 1929 to 2Ol2.I3 Using the GDP growth rate assumes 

that the water utility industry is expected to grow at the same rate as the overall economy. 

What is.the historical GDP growth rate that Staff used to estimate stage2 growth? 

Staff used 6.5 percent to estimate the stage-2 growth rate. 

What is Staff’s multi-stage DCF estimate for the sample utilities? 

Staffs multi-stage DCF estimate is 9.3 percent, as shown in Schedule JAC-3. 

What is Staffs overall DCF estimate for the sample utilities? 

Staffs overall DCF estimate is 8.7 percent. Staff calculated the overall JXF estimate by 

averaging the constant growth DCF (8.1%) and multi-stage DCF (9.3%) estimates, as 

shown in Schedule JAC-3. 

l3 www.bea.doc.gov. 

http://www.bea.doc.gov
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MI. 

Q* 

A. 

Q. 

A. 

SUMMARY OF STAFF’S COST OF EQUITY ANALYSIS 

What is the result of Staffs constant-growth DCF analysis to estimate the cost of 

equity for the sample water utilities? 

Schedule JAC-3 shows the result of Staffs constant-growth DCF analysis. The result of 

Staff‘s constant-growth DCF analysis is as follows: 

k = 2.9% + 5.2% 

k = 8.1% 

Staffs constant-growth DCF estimate of the cost of equity for the sample water’utilities is 

8.1 percent. 

What is the result of Staffs multi-stage DCF analysis to estimate of the cost of equity 

for the sample utilities? 

Schedule JAC-9 shows the result of Staffs multi-stage DCF analysis. The result of 

Staffs multi-stage DCF analysis is: 

Company 

American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW cop 
York Water 

Average 

Equity Cost 
Estimate (k) 

9.1% 
9.3% 
8.9% 
9.4% 

10.3% 
9.0% 
- 9.2% 

93% 
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Staffs multi-stage DCF estimate of the cost of equity for the sample water utilities is 9.3 

percent. 

Q. 
A. 

VIIl. 

Q. 
A. 

Q- 

A. 

What is Staffs overall DCF estimate of the cost of equity for the sample utilities? 

Staffs overall DCF estimate of the cost of equity for the sample utilities is 8.7 percent. 

Staff calculated an overall DCF cost of equity estimate by averaging S W s  constant 

growth DCF (8.1 percent) and Staff’s multi-stage DCF (9.3 percent) estimates, as shown 

in Schedule JAC-3. 

FINAL COST OF EQUITY ESTIMATES FOR LDO 

Please compare LDO’s capital structure to that of Staff‘s seven sample companies. 

The average capital structure for the sample water utilities is composed of 50.3 percent 

debt and 49.7 percent equity, as shown in Schedule JAC-4. In contrast, LDO’s capital 

structure is composed of 29.0 percent debt and 71.0 percent equity. Since the Company’s 

capital structure is less highly leveraged than that of the average sample water utility, 

LDO’s stockholders bear Zess financial risk than do equity shareholders of the sample 

utilities. 

Is Staff recommending a downward financial risk adjustment to the Company’s cost 

of equity to recognize its lower financial risk? 

No. Staff normally applies two criteria in assessing whether application of a downward 

financial risk adjustment is appropriate. The first consideration is whether the utility has a 

reasonably economical capital structure. Staff considers a capital structure composed of 

no more than 60 percent equity to meet this condition. If equity exceeds 60 percent, as it 

does for LDO, Staff considers application of a downward financial risk adjustment to be 

appropriate if the utility meets the second criteria. The second condition is whether the 
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utility has access to the capital markets. Although D O ’ S  equity exceeds 60 percent, it 

does not have access to the capital markets; accordingly, Staff is not recommending a 

downward financial risk adjustment to the Company’s cost of equity. Staffs methodology 

for applying a downward financial risk adjustment encourages a utility with access to the 

capital markets to use that access to manage its capital structure with economic efficiency 

and encourages a utility that lacks access to the capital markets to maintain a healthy 

capital structure. 

Q* 

A. 

Q. 
A. 

Ix 

Q* 
A. 

Did Staff consider factors other than the results of its technical models in its cost of 

equity analysis? 

Yes. In consideration of the relatively uncertain status of the economy and the market that 

currently exists, Staff is proposing an upward economic assessment adjustment to the cost 

of equity. In this case, Staff recommends a 60 basis point (0.6 percent) upward economic 

assessment adjustment, as shown in Schedule JAC-3. 

What is Staff’s ROE estimate for LDO? 

Staff determined an ROE estimate of 8.7 percent for LDO based on cost of equity 

estimates for the sample companies of 8.1 percent for the constant-growth DCF model and 

9.3 percent for the multi-stage DCF model. Staff recommends adoption of a 60 basis 

point upward economic assessment adjustment, resulting in a 9.3 percent Staff- 

recommended cost of equity, as shown in Schedule JAC-3. 

RATE OF RETURN RECOMMENDATION 

What overall rate of return did Staff determine for LDO? 

Staff determined an 8.0 percent ROR for the Company, as shown in Schedule JAC-1 and 

the following table: 
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Table 3 
Weightea 

Weight Cost Cost 
Long-term Debt 29.0% 4.6% 1.3% 
Common Equity 71.0% 9.3% 6.6% 

Overall ROR 7.9% 

x 

Q. 
A. 

STAFF RESPONSE TO COMPANY’S COST OF CAPITAL WITNESS MlL 

THOMAS J. BOURASSA 

Please summarize Mr. Bourassa’s analyses and recommendations. 

Mr. Bourassa recommends a 10.50 percent ROE based on estimates derived h m  two 

constant growth DCF analyses (median estimate 8.7%), two CAPM analyses (median 

estimate 9.5%), and two Build-up risk premium models (median estimate 1 1.1 YO) designed 

as a check for reasonableness to his DCF and CAPM results, using a proxy sample of six 

publicly-traded water companies. He proposes a pro forma capital structure consisting of 

41.09 percent debt and 58.91 percent equity; his proposed cost of debt is 6.00 percent. 

Mr. Bourassa determined that the cost of equity for publicly traded water utilities lies 

within the range of 8.7 percent to 1 1.1 percent, with the mid-point of his range being 9.9 

percent. Mr. Bourassa makes no explicit adjustments to his 9.9 percent mid-point cost of 

equity estimate; however, in arriving at his recommended 10.5 percent cost of equity 

figure he gives consideration to (a) prospective economic conditions, (b) LDO’s exposure 

to financial risk, (c) LDO’s small size, and (d) LDO’s business risk relative to his sample 

companies.” His overall recommended rate of return for the Company is 8.65 percent. 

For purposes of his constant growth DCF analyses, Mr. Bourassa gives a 50 percent 

weight to the estimates derived from his Future Growth DCF model and a 50 percent 

l4 See Bourassa Direct, p. 4, lines 4-13) 
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Q. 

A. 

weight to the estimates derived from his Past and Future Growth DCF Model. In his 

primary Future Growth DCF model, Mr. Bourassa relies exclusively on analysts’ forecasts 

of EPS growth to estimate the dividend growth (g) component (See TJB Schedule D-4.6). 

In his Past and Future Growth DCF model, Mr. Bourassa estimates his dividend growth 

(g) rate by giving 50 percent weight to historical measures of growth in annual share price, 

book value, EPS and DPS over a five-year period, and 50 percent weight to the dividend 

growth rate obtained h m  his primary Future Growth DCF model (See TJB Schedule D- 

4.4). Thus, for purposes of the overall dividend growth (g) rate used in his constant 

growth DCF analyses, Mr. Bourassa effectively gives a 75 percent weight to the results 

obtained h m  analysts forecasts’ for EPS growth and only a 25 percent weight to the 

results obtained from historical measures of dividend growth (See TJB Schedule D-4.8). 

In each of his two constant growth DCF analyses, Mr. Bourassa uses a 60-day average 

stock price to calculate the current dividend yield (Ddpo) (See TJB Schedule D-4.7). 

For purposes of his CAPM analyses, Mr. Bourassa presents estimates based upon both 

historical and current market risk premia. In both, he uses a 3.80 percent forecasted risk 

h e  (Rf ) rate based, in part, upon estimates from Value Line and Blue Chip Consensus 

Forecasts for the 30-year long-term Treasury yield covering the period, 2013-2015 (See 

TJB Schedule D-4.10). 

Does Staff have any comments on Mr. Bourassa’s sole reliance on analysts’ forecasts 

of EPS growth rates to estimate dividend growth rate (g) in his Future Growth DCF 

analysis? 

Yes. Exclusive reliance on analysts’ forecasts of earnings growth to forecast DPS is 

inappropriate because it assumes that investors do not look at other relevant information 

such as historical dividend and earnings growth. Generally, analysts’ forecasts are known 
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to be overly optimistic. Sole use of analysts’ forecasts to calculate the expected dividend 

growth rate, (g), serves to idlate that component of the DCF model and, consequently, the 

estimated cost of equity. The appropriate growth rate to use in the DCF model is the 

dividend growth rate expected by investors, not by analysts. Investors are assumed to be 

rational, and as such will want to take into consideration all relevant available information 

prior to making an investment decision. Therefore, it is reasonable to assume that 

investon would consider both historical measures of past growth, as well as analysts’ 

forecasts of future growth. 

Q. 

A. 

Q- 

A. 

Does the narrative of Mr. Bourassa’s direct testimony state that he relies exclusively 

on analysts’ forecasts of EPS growth to estimate the expected dividend growth rate 

(g) in his Future Growth DCF model? 

No. Mr. Bourassa states only that “I have used analyst growth forecasts, where 

a~ailable,”’~ and that “I use analysts’ forecasts of growth as a primary estimate of 

gr~wth.”’~ Only when referring to TJB Schedule D-4.6 does one learn that he has relied 

exclusively on analysts’ forecasts of EPS growth to estimate the dividend growth (g) rate 

in his Future Growth DCF model. 

Does Staff have evidence to support its assertion that exclusive reliance on analysts’ 

forecasts of earnings growth in the DCF model would result in inflated cost of equity 

estimates? 

Yes. Experts in the financial community have commented on the optimism in analysts’ 

forecasts of future earnings.” A study cited by David Dreman in his book Contrurian 

Is See Bourassa Direct, page 34, lines 16-17. 
l6 See B O ~ ~ ~ ~ S Z I  ~irect, page 35, lines 4-5. ’’ Seigel, Jeremy J. Stocks for the Long Run. 2002. McGraw-Hill. New York. p. 100. Dreman, David. 
Contrarian Investment Stratepies: The Next Generation. 1998. Simon & Schuster. New York. pp. 97-98. Malkiel, 
Burton G. A Random WalkDown Wall Street. 2003. W.W. Norton & Co. New York. p. 175. 
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Investment Strategies: The Next Generation found that Value Line analysts were 

optimistic in their forecasts by 9 percent annually, on average for the 1987 - 1989 period. 

Another study conducted by David Dreman found that between 1982 and 1997, analysts 

overestimated the growth of earnings of companies in the S&P 500 by 188 percent. 

Burton Malkiel, of Princeton University, conducted a study of the 1- and 5-year earnings 

forecasts made by some of the most respected names in the investment business. His 

results showed that when compared with actual earnings growth rates, the 5-year forecasts 

made by professional analysts were far less accurate than estimates derived from several 

naive forecasting models, such as the long-run growth rate in national income. In the 

following excerpt from his book, A Random Walk Down Wall Street, Professor Malkiel 

discusses the results of his study: 

When confronted with the poor record of their five-year growth 
estimates, the security analysts honestly, if sheepishly, admitted 
that$ve years ahead is really too far in advance to make reliable 
projections. They protested that although long-term projections 
are admittedly important, they really ought to be judged on their 
ability to project earnings changes one year ahead. Believe it or 
not, it turned out that their one-year forecasts were even worse than 
their five-year projections. 

The analysts fought back gamely. They complained that it was 
unfair to judge their performance on a wide cross section of 
industries, because earnings for high-tech firms and various 
“cyclical” companies are notoriously hard to forecast. “Try us on 
utilities,” one analyst confidently asserted. At the time they were 
considered among the most stable group of companies because of 
government regulation. So we tried it and they didn ’t like it. Even 
the forecasts for the stable utilities were far of the mark.” 
(Emphasis added) 

Testimony of Professors Myron J. Gordon and Lawrence I. Gould, consultant to the TnaI Staff (Common Carrier 

.I8 Malkiel, Burton G. A Random Walk Down Wall Street. 2003. W.W. Norton & Co. New York. p. 175 
B~reau), FCC Docket 79-63, p. 95. 
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Q* 
A. 

Q. 
A. 

Are investors aware of the problems related to analysts’ forecasts? 

Yes. In addition to books, there are numerous published articles appearing in The WuZZ 

Street Journal and other h c i a l  publications that cast doubt on the accuracy of research 

analysts’ forecasts.’’ Investors, being keenly aware of these inherent biases in forecasts, 

will use other methods to assess future growth. 

Should DPS grovkh be considered in a DCF analysis? 

Yes. As previously stated in section VI of this testimony, the current market price of a 

stock is equal to the present value of all expected future dividends, not future earnings. 

Professor Jeremy Siege1 fiom the Wharton School of Finance stated 

Note that the price of the stock is always equal to the present value 
of all future dividends and not the present value of future earnings. 
Earnings not paid to investors can have value only if they are paid 
as dividends or other cash disbursements at a later date. Valuing 
stock as the present discounted value of future earnin s is 
manifestly wrong and greatly overstates the value of the firm. % 

For valuation purposes, therefore, earnings paid out in the form of a dividend have 

paramount relevancy to investors. Dividends, unlike earnings, cannot be manipulated or 

overstated. Thus, historical DPS growth should receive appropriate consideration when 

estimating the market cost of equity in the DCF model. 

l9 Smith, Randall & Craig, Suzanne. “Big Firms Had Research Ploy: Quiet Payments Among Rivals.” The WuZZ 
Street Journal. April 30,2003. Brown, Ken. “Analysts: Still Coming Up Rosy.” The Wall Stree? Journal. January 
27,2003. p. C1. Karmin, Craig. “Profit Forecasts Become Anybody’s Guess.” The Wall Speet Journal. January 
21,2003. p. C1. Gasparino, Charles. “Merrill Lynch Investigation Widens.” The Wall Street Journul. April 11, 
2002. p. C4. Elstein, Aaron. “Earnings Estimates Are All Over the Map.” The Wull Street Joumul. August 2, 
2001. p. C1. Dreman, David. “Don’t Count on those Earnings Forecasts.” Forbes. January 26,1998. p. 110. 

Seigel, Jeremy J. Stocks for the Lone Run. 2002. McGraw-Hill. New York. P. 93. 
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Q. 

A. 

Q* 

A. 

How does Mr. Bourassa calculate the expected dividend growth (g) rate used in his 

Past and Future Growth DCF model? 

As shown in TIB Schedule D-4.4, Mr. Bourassa estimates the expected dividend growth 

(g) rate in his Past and Future Growth DCF model2’ by providing a 50 percent weighe2 to 

historical measures of growth in average annual share price, book value, EPS and DPS for 

his sample companies over a five-year period23 and a 50 percent weight?4 to the average of 

analysts’ forecasts for EPS growth derived fiom his Future Growth DCF model. 

For purposes of his overall DCF estimate, what percentage weight does Mr. Bourassa 

allocate to the dividend growth (g) component derived from analysts’ forecasts of 

EPS growth in his Future Growth DCF model? 

Effectively, for purposes of his overall DCF estimate Mr. Bourassa allocates a 75 percent 

weight to the results derived from analysts’ forecasts of EPS growth in his Future Growth 

DCF Model. As noted above, TJE3 Schedule D-4.4 presents the results of Mr. Bourassa’s 

Past and Future Growth DCF model, which provides for an equal weighting (Le., 50 

percent) between historical and projected measures of dividend growth. However, as 

shown in TJB Schedule D-4.8, for purposes of his overall dividend growth (g) 

Mr. Bourassa combines the average of his Past and Future Growth DCF estimate26 with 

his average Future Growth DCF estimate.” In so doing, Mr. Bourassa effectively gives a 

75 percent weight to the dividend growth (g) estimate derived fiom analysts’ forecasts of 

EPS growth in his Future Growth DCF model and only a 25 percent weight to the 

21 See TJB Schedule D-4.4, Column 7. 
22 See TJB Schedule D-4.4, Column 5. 
23 In TJB Schedule D-4.5, Mr. Bourassa presents this same dividend growth information over a ten-year period, but 
elects not to use it for purposes of his recommended cost of equity. 

See TJB Schedule D-4.4, Column 6. 
25 See TJB Schedule D-4.8, Columu 3. 
26 See TJB Schedule D-4.8, Line 8. 
27 See TJB Schedule D4.8, Line 10. 
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dividend growth estimate derived fiom historical measures of growth in his Past and 

Future Growth DCF model. 

Q. 

A. 

Q* 

A. 

Does Staff have any comment on Mr. Bourassa’s use of growth in average annual 

share price to estimate the expected dividend growth (g) component in his Past and 

Future Growth DCF model? 

Yes. In and of itself, share price appreciation is not a deterrmnan t of dividend growth, and 

for this reason Staff considers its use as a growth parameter to be inappropriate. However, 

as Mr. Bourassa has utilized it as a growth parameter by which to estimate dividend 

growth, Staff would point out that in both his five- and ten-year historical growth DCF 

analyses, share price growth has exceeded that of dividend growth. Specifically, in his 

five-year historical growth analysis (See TJF3 Schedule D-4.4), average share price growth 

(5.69%) exceeds average DPS growth (3.33%) by 71 percent (((.0569/.0333) - 1) = 71%), 

and in his ten-year historical growth analysis (See TJB Schedule D-4.5), average share 

price growth (6.88%) exceeds average DPS growth (3.25%) by 112 percent 

(((.0688/.0325) - 1) = 112%). 

As it relates to the cost of equity, what is the significance of Mr. Bourassa’s sample 

water companies having experienced share price growth in excess of DPS growth 

over both the last five- and ten-year periods? 

Simply stated, it is an indication that the cost of equity for publicly-traded water utilities 

has fallen over each of the last 5- and 10-year periods. When the market price per share of 

common stock for a given firm rises faster than does the dividend paid on a per share 

basis, the dividend yield falls. As dividend yields fall, investors pay more for an 

equivalent unit of return on their investment, resulting in a lower cost of equity. Markets 

are efficient, and because prices for publicly traded stocks can rise only if investors are 
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willing to bid up the share price, when share price growth exceeds DPS growth over a 

five- or ten-year period, the willingness of investors to continue to bid up share prices is 

reflective of investor expectations that market retums have fallen. Thus, Mr. Bourassa’s 

use of share price growth increases his cost of equity estimate at a time when share price 

growth actually reflects a decrease in cost of equity. This incongruous outcome is the 

result of choosing an inappropriate parameter for dividend growth in the DCF model. 

Q* 

A. 

Turning to Mr. Bourassa’s CAPM analyses, in view of the recent strength in the U.S. 

equity markets, does Staff consider the 9.31 perced8 current market risk premium 

component in his current MRP CAPM model to be reflective of current market 

conditions? 

No. As an input into his current market risk premium CAPM model, Mr. Bourassa 

employs VaZue Line’s median 3-5 year price appreciation potential estimate to compute 

the market risk premium (MRP) component.29 As shown in TJB Schedule D-4.11 , Mr. 

Bourassa presents historical data covering the period December 201 1 - May 2013, and for 

purposes of his recommended 9.31 ament MRP value, elects to use a 6-month average 

estimate covering the period, December 2012-May 2013.30 Staff conducted a check of 

Value Line data and found that during the 6-month period, December 2012 - May 2013, 

the Value Line median 3-5 year price appreciation potential estimate averaged 50.0 

percent. However, given the strength in the equity markets, over the next 6-month period 

(Le., June 2013 - November 2013) Value Line’s price appreciation potential estimate fell 

to an average of 38.1 percent, and over the last 11-week period (November 1, 2013 - 

January 10,2014), has remained at a level of 30.0 percent. Thus, given the methodology 

xi See TJB Schedule D-4.12, line 5. 
29 See TJB Schedule D-4.11, footnote 3. 

See TJB Schedule D-4.11, lines 23 and 28. 
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employed by Mr. Bourassa, the 9.31 percent market risk premium in his current MRP 

CAPM model is not reflective of current market conditions. 

Q* 

A. 

Although Mr. Bourassa makes no explicit adjustments to his 9.9 percent midpoint 

cost of equity estimate in arriving at his recommended 10.5 percent ROE, does Staff 

have any comment on the implicit upward adjustments he makes for fmancial risk 

and small size? 

Yes. First, it is Staffs position that LDO’s exposure to financial risk is minimal, and thus 

does not warrant an upward financial risk adjustment. As noted earlier, Staffs 

recommended pro forma capital structure comprised of 29.0 percent debt and 7 1 .O percent 

equity is considerably less leveraged than that of Staffs sample average capital structure, 

and relatively equity rich by comparison. 

Second, while Staff would a p e  with the general proposition that smaller companies are 

riskier than larger companies, empirical research has demonstrated that a small company 

risk premium adjustment to the cost of equity is unwarranted for regulated utilities. Annie 

Wong, of Western Connecticut State University, conducted a study on utility stocks to 

determine if the so-called size effect exists in the utility industry, and she writes as 

follows: 

The fact that the two samples show different, though weak, results 
indicates that utility and industrial stocks do not share the same 
characteristics. First, given firm size, utility stocks are consistently less 
risky than industrial stocks. Second, industrial betas tend to decrease with 
fim size but utility betas do not. These findings may be attributed to the 
fact that all public utilities operate in an environment with regional 
monopolistic power and regulated financial structure. As a result, the 
business and financial risks are very similar among the utilities regardless 
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of their size. Therefore, utility betas would not necessarily be expected to 
be related to firm size. 

The object of this study is to examine if the size effect exists in the utility 
industry. After controlling for equity values, there is some weak evidence 
that firm size is a missing factor fiom the CAPM for the industrial but not 
for the utility stocks. This implies that although the sue phenomenon has 
been strongly documented for industrials, the findings suggest that there is 
no need to adjust for the firm size in utility regulations. [emphasis 
added] ? 

To underscore this point, Paschall and Hawkins write as follows: 

A size premium does not automatically apply in every case. Each privately 
held company should be analyzed to determine if a size premium is 
appropriate in its particular case. There can be unusual circumstances 
where a small company has risk characteristics that make it far less risky 
than the average company, warranting the use of a very low equity risk 
premium. One possible‘ example of this is a private water utility 
(monopoly situation, very low risk, near-guarantee ofpayments)?’ 

Q. Has the Commission previously ruled on the issue of firm sue and whether it 

warrants a risk premium adjustment to the cost of equity? 

Yes. The Commission previously ruled in Decision No. 6428233 for Arizona Water that A. 

firm size does not warrant recognition of a risk premium stating, “We do not agree with 

the Company’s proposal to assign a risk premium to Arizona Water based on its size 

relative to other publicly traded water utilities ....” The Commission confirmed its 

previous ruling in Decision No. 64727% for Black Mountain Gas agreeing with Staff that 

“the ‘fim size phenomenon’ does not exist for regulated utilities, and that therefore there 

is no need to adjust for risk for small firm size in utility regulation.” All companies have 

firm-specific risks; therefore, the existence of unique risks for a company does not lead to 

31 Annie Wong, ‘Utility Stock and the Size Effect: An Empirical Analysis,” Journal of the Midwest Finance 
Association, (1993), p.98. 
32 Michael A. Paschall and George B. Hawkins, “Do Smaller Companies Warrant a Higher Discount Rate for Risk?: 
The ‘Size Effect’ Debate,” CCHBusiness Valuation Alert, Vol. 1, Issue No. 2, hcember 1999. 
33 Dated December 28,2001. 
34 Dated April 17,2002. 
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the conclusion that its total risk is greater than other entities. Moreover, as previously 

discussed, investors cannot expect compensation for firm-specific risk since it can be 

eliminated through diversification. 

XI. 

Q* 
A. 

Q. 
A. 

CONCLUSION 

Please summarize StafPs recommendations. 

Staff recommends that the Commission adopt a 7.9 percent overall rate of return for the 

Company based on a capital structure composed of 29.0 percent debt and 71.0 percent 

equity, Staffs 4.6 percent cost of debt, Staffs 8.7 percent cost of equity estimate, and 

Staffs 60 basis point (0.60 percent) upward economic assessment adjustment. 

Does this conclude your direct testimony? 

Yes, it does. 
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Lago Del Or0 Water Company Cost of Capital Calculation 
Average Capital Structure of Sample Water Utilities 

Company 

American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Cwp 
York Water 

Average Sample Water Utilities 

Lago Del Or0 - Actual Capital Structure 

- Debt 

43.3% 
54.2% 
55.2% 
55.3% 
43.1 % 
56.2% 
45.0% 

50.3% 

29.0% 

Common 
Eauity 

56.7% 
45.8% 
44.8% 
44.7% 
56.9% 
43.8% 
55.0% 

49.7% 

71 .O% 

Total 

100.0% 
100.0% 
100.0% 
100.0% 
100.0% 
100.0% 
100.0% 

100.0% 

100.0% 

I 
Source: 
Sample Water Companies from Value Line 
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Lago Del Or0 Water Company Cost of Capital Calculation 
Growth in Earnings and Dividends 

Sample Water Utilities 

Schedule JAG5 %. 

ComDany 

Dividends 
Per Share 

2002 to 2012 
- DPS’ 

American States Water 3.9% 
California Water 1.2% 
Aqua America 7.7% 
Connecticut Water 1.7% 
Middlesex Water 1.6% 
SJW Corp 4.4% 
York Water - 4.4% 

Average Sample Water Utilities 3.6% 

Dividends 
Per Share 
Projected 
- DPS’ 

8.4% 
7.4% 
9.7% 
2.9% 
1.6% 
4.9% 
- 3.8% 

5.5% 

Earnings 
Per Share 
2002 to 2012 
- EPS‘ 

7.7% 
5.0% 
7.3% 
3.2% 
2.1% 
4.2% 
- 6.1% 

5.1% 

Earnings 
Per Share 
Projected 
- EPS’ 

3.8% 
5.8% 

40.7% 
3.3% 
5.0% 
6.3% 
4.6% 

5.6% 
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Lago Del Om Water Company Cost of Capital Calculation 
Sustainable Growth 

Sample Water Utilities 

American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Corp 
York Water 

Average Sample Water U t i l i  

Retention 
Gmvdh 

2002 to 2012 
- br 

3.8% 

3.9% 
2.0% 
1.2% 
3.5% 
B 

2.4% 

2.7% 

Retention 
Growth 

Projected 
- br 

5.2% 
3.2% 
5.3% 
3.3% 
2.8% 
3.8% 
2.8% 

3.8% 

Stock 
Financing 
Growth 
E 

1.6% 
1.7% 
1.9% 

2.9% 
0.1% 
- 4.6% 

2.4% 

4.2% 

Sustainable 
Growth 

2002 to 201 2 
br+vs 

5.4% 
4.1% 
5.8% 
6.2% 

3.6% 
- 6.8% 

5.1% 

4.2% 

Sustainable 
Growth 

Projected - br+vs 

6.8% 

7.2% 

5.7% 

4.9% 

7.5% 

3.9% 

6.2% 
I 

[B]: Value Line 
[C]: Value Line 
[D]: Value Line. MSN Money, and Form 10-b Clad wlth the Secwitk and Exchange Commission (http:/lmmn.Mc.gwl) 
[El: [Bl+[Dl 
[F): [Cl+[Dl 

http:/lmmn.Mc.gwl


Lago Del Or0 Water Company Cost of Capital Calculation 
Selected Financial Data of Sample Water Utilities 

Company 
American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Corp 
York Water 

Average 

Svmbol 
AWR 
CWT 
WTR 
CTWS 
MSEX 
SJW 

YORW 

Spot Price 
12/18/2013 

28.60 
22.37 
23.76 
34.33 
20.28 
28.89 
20.98 

Book Value 
11.94 
11.75 
8.05 

14.06 
12.1 1 
15.35 
8.25 

Mkt To 
- Book 
2.4 
1.9 
3.0 
2.4 
1.7 
I .9 
- 2.5 

2.3 

Value Line Raw 
Beta Beta 
e era!! 

0.70 0.52 
0.65 0.45 
0.60 0.37 
0.75 0.60 
0.70 0.52 
0.85 0.75 
- 0.70 - 0.52 

0.71 0.53 

Docket No. W-01944A-134215 Schedule JACJ 
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Lago Del Oro Water Company Cost of Capital Calculation 
Calculation of Expected Infinite Annual Growth in Dividends 

Sample Water Utilities 

P I  PI 

DescriDtion 9 

DPS Growth - Historical’ 3.6% 
DPS Growth - Projected’ 5.5% 
EPS Growth - Historical’ 5.1% 
EPS Growth - Projected’ 5.6% 
Sustainable Growth - Historical2 5.1 yo 
Sustainable Growth - Proiected2 - 6.2% 

Average 5.2% 

I Schedule JAC-5 . 
2 Schedule JAC-6 

Schedule JAC-8 
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Docket No. W-01 M A - 1  3-021 5 Schedule JAC-9 . 

Current MM. 
ComDany Price (Po)' ut1 

Projected Dividends2 (Stage 1 growth) 

Lago Det On, Water Company Cost of Capital Calculation 
Multi-Stage DCF Estimates 

Sample Water Utilities 

Stage 2 growth3 Equity Cost 
@a1 Estimate l K r  

d3 d4 
0.84 0.89 
0.71 0.75 
0.66 0.69 
1.12 1.18 
0.87 0.92 
0.81 0.85 
0.64 0.68 

dl 
0.76 
0.65 
0.59 
1.01 
0.79 
0.73 
0.58 

6.5% 9.1 % 
6.5% 9.3% 
6.5% 8.9% 
6.5% 9.4% 
6.5% 10.3% 
6.5% 9.0% 
6.5% 9.2% 

dZ 
0.80 
0.68 
0.62 
1.07 
0.83 
0.77 
0.61 

Where: P,, =currentstockprice 
D, = &iden& expected during stage 1 
K = costofequity 
n = yearsof non -constant growth 

Dm = dividend expected in yearn 
g. = comtant rate of growth expected after year n 

Average 9.3% 
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EXECUTIVE SUMMARY 
LAGO DEL OR0 WATER COMPANY 

DOCKET NO. W-01944A-13-0215 

Lago Del Or0 Water Company (“LDO or “Company”) is an Arizona for-profit C- 
corporation, that is a Class B public service corporation serving potable water to approximately 
6,350 customers. The LDO system provides water service to the unincorporated master planned 
community of Saddlebrooke, the unincorporated community of Catalina, and a smaller 
residential community surrounded by Saddlebrooke, known as Lorna Serena. The three 
communities are located off State Route 77, approximately 25 miles north of the City of Tucson 
in Pinal and Pima Counties, Arizona. 

The Company-proposed rates would increase the monthly bill for a typical 5/8 x 3/4-inch 
meter residential customer, with a median usage of 5,500 gallons, by $7.94 (42.43 percent), fiom 
$18.70 to $26.64. Under the Staff-recommended rate design for permanent rates, the monthly 
bill for a typical 5/8 x 3/4-inch residential customer with a median usage of 5,500 gallons would 
increase by $5.61 (29.97 percent), fiom $18.70 to $24.3 1. 

Staff recommends approval of its recommended rates and charges as shown on the 
attached schedules. 
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I. 

Q* 
A. 

Q. 

A. 

Q. 
A. 

XI. 

Q. 
A. 

INTRODUCTION 

Please State your name, occupation, and business address. 

My name is Mary J. Rimback. I am a Public Utilities Analyst employed by the Arizona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Staff). 

My business address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Are you the same Mary J. Rimback who previously fded testimony pertaining to rate 

base, operating revenues and expenses and revenue requirement on behalf of Staff in 

this docket for Lago Del Or0 Water Company’s (“LDO” or “Company”) permanent 

rate application? 

Yes. 

What is the basis of your testimony? 

Based on adjustments and revenue requirements recommended by Staff, I am presenting 

Staff’s recommended rate design. 

BACKGROUND 

Please review the background of these applicants. 

LDO is an affiliate of Robson Communities, Inc. (“Robson”). Robson is best known as a 

developer of master planned retirement communities in Arizona and Texas. The 

ownership of LDO is comprised of a number of shareholders; each shareholder is in the 

form of a trust. As of the filing, there were 20 shareholders/trusts of LDO, each with 

various ownership percentages. The LDO water system serves the unincorporated master 

planned community of SaddleBrooke (“SaddleBrooke”), the unincorporated community of 

Catalina (“Catalina”), and a smaller residential community, surrounded by SaddleBrooke, 

known as Lorna Serena. The three (3) communities are located of f  State Route 77 (“SR- 
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77”), approximately 25 miles north of the City of Tucson in Pinal and Pima Counties, 

Arizona. SaddleBrooke Development Company developed the master planned community 

of Saddlebrooke, which is also a Robson affiliate. The Company’s current rates have been 

in effect since 1989 with the exception of a commodity rate for Saddlebrooke Golf 

Course, which has been in effect since March 16, 1992. 

111. 

Q* 

A. 

Q. 
A. 

Q- 
A. 

RATE DESIGN 

Did Staff prepare a summary of the present, Company’s proposed, and Staff- 

recommended rates and charges? 

Yes, see attached Schedule MJR W 1. 

Please summarize the Company’s present rate design. 

The present rate design is based on minimum monthly charges that increase by meter size 

as follows: 5/8 x 3/4-inch $12.40; 3/4-inch $12.40; 1-inch $18.00; 1 1/2inch $28.00; 2- 

inch $40.00; 3-inch $62.00; 4-inch $84.00; 5-inch $106.00; 6-inch $128.00; and 8-inch 

$150.00. With the exception of Saddlebrooke Golf Course, there is a single commodity 

charge to all meter sizes of $1.80 per 1,000 gallons excess of 2,000 gallons. 2,000 gallons 

are included in the minimum charge. A separate tariff, effective March 16, 1992, charges 

$.37 per 1,000 gallons for irrigation provided to Saddlebrooke Golf Course. There are 

currently five meter sizes serving residential customers, six meter sizes serving 

commercial customers, seven serving irrigation customers (including Saddlebrooke Golf 

Course). 

Please summarize the Company’s proposed rate design. 

The Company proposes a three-tiered rate design for 5/8 x 3/4-inch and 3/4-inch 

residential meters, a two-tiered rate design for all others except for the Saddlebrooke Golf 



. *  
, 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

1s 

2c 

21 

2; 

23 

24 

2: 

Direct Testimony of Mary J. Rimback 
Docket No. W-0 1944A- 13-021 5 
Page 3 

Course irrigation and hydrantskonstruction. The Company proposes a single tier for 

Saddlebrooke Golf Course and hydrantlconstruction. Minimum Charges increase by meter 

size as follows: 5/8 x 3/4-inch $14.80; 3/4-inch $14.80; 1-inch $24.67; 1 l/2inch $49.33; 

2-inch $78.93; 3-inch $157.87; 4-inch $246.67; 5-inch removed; 6-inch $493.33; and 8- 

inch $789.33. The Company added a minimum monthly charge of $200.00 for the 

Saddlebrooke Golf Course. Zero gallons are to be included in the monthly minimum 

charge going forward. The Company proposes a 3-tier inverted residential commodity 

rate for the 5/8 x 3/4-inch and the 3/4-inch customer of $1.80 per thousand for zero to 

4,000 gallons, $3.09 per thousand gallons for 4,001 to 10,000 gallons, and $4.38 per 

thousand for over 10,000 gallons. 

Q. 
A. 

Please summarize Staff's recommended rate design. 

Staff recommends the rates and charges presented in Schedule MJR-W1. Staffs 

recommended monthly minimum charges by meter size are as follows: 5/8 x 3/4-inch 

$14.00; 3/4-inch $14.00; 1-inch $23.34; 1 1/2inch $46.66; 2-inch $74.66; 3-inch $149.34; 

4-inch $233.34; 5-inch removed; 6-inch $466.66; 8-inch $746.66, and a minimum 

monthly charge of $200.00 for the Saddlebrooke Golf Course. For residential customers 

with a 5/8 x 3/4-inch and 3/4-inch meters, Staff recommends an inverted tier rate design 

that consists of three tiers with commodity rates of $1 -50 per thousand gallons for 04,000 

gallons, $2.87 per thousand gallons for 4,001 to 10,000 gallons, and $3.85 per thousand 

gallons for any consumption over 10,000 gallons. Staff recommends a two-tier inverted 

block rate structure for all other residential, commercial and irrigation customers. The 

recommended break-over point for two-tier customers increases with meter size, as shown 

in Schedule MJR-W 1. Under the recommended rate design, the monthly bill at any usage 

level is higher for a larger meter than for a smaller meter. 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

Q* 

A. 

Did Staff prepare a typical bill analysis for a 5/8 x 3/4 inch residential customer? 

Yes. See Schedule MJR-W2 

What is the rate impact on a 5/8 x 3/4-inch meter residential customer using a 

median consumption of 5,500 gallons? 

Under Staffs recommended rates, a residential 5/8 x 3/4-inch meter customer consuming 

the median usage of 5,500 gallons per month will pay $24.31, which is $5.61 more than 

the current $18.70 for a 29.97 percent increase. By comparison, a residential 5/8 x 314- 

inch meter customer consuming the median usage of 5,500 gallons per month under the 

Company’s proposed rates would be billed $26.64, which is $7.94 more than the current 

$18.70 for a 43.43 percent increase. 

What does Staff recommend for other service charges? 

The Company proposes and Staff recommends removal of service charges for 

Reestablishment (After Hours) $30.00 and addition of a single After Hours service charge 

of $30.00 for all service calls after hours. The Company’s current tariff does not include a 

late payment charge. The Company proposes and Staff recommends inclusion of a late 

payment charge of 1.5 percent per month. Recommended service charges are presented in 

Schedule MJR-W 1. 

What is Staffs recommendation for the water system service line and meter 

installation charges? 

Staff recommends accepting service line and meter installation charges as determined by 

Staff witness, Michael Thompson, and reflected in the Engineering Report for LDO. 
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Q. 
A. Yes, it does. 

Does this conclude your direct testimony for the rate design for LDO? 



Lago Dei Om Water Company 
W e t  No. W-01944A-134215 
TestYearEndedDecwber31.2012 

Monthly Usage Charge Present 

M m  
38 x 3 4  Inch 12.40 
3 4  Inch 
1 Inch 
1 112 Inch 
2 Inch 
3 Inch 
4 Inch 
5 Inch 
6 Inch 
8 Inch 
Golf coursS Irrigation 
ccnstnrdion Hydrant 

12.40 
18.00 
28.00 
40.00 
62.00 
84.00 

106.00 
128.00 
150.00 

N l  

Gallons in Minimum 2,000 
Commodity Charge - Per 1,OOO Gallons All Classas 

$Is' x w4- Meter 
All dasses over Minimum 

Rrst 4.000 gallons 
4.001 to 10.00~1 gallons 
Over 10,000 gallons 

Commercial, Irrigation (except gdf course irrigation) 
First 10.000 gallons 
Over 10.000 gallons 

94' Meter 
All classes over Minimum 

Residential: 

First 4,000 gallons 
4.001 to 10,000 gallons 
Over 10.000 gallons 

Commercial. Irrigation (except golf course irrigation) 
First 10.000 gallons 
Over 10,000 gallons 

1' Wer 
All dasses over Minimum 

All Classes except golf course irrigation, hydrant 
First 17,000 gallons 
Over 17.000 gallons 

1 lEMete r  
All classes over Minimum 

AII classes except golf ~ w r s e  irrigation. hydrant 
First 34.OOO gallons 
Over 34.OOO gallons 

a ! ! ! 2 k  
All dasses over Minimum 

All Uasses except golf course irrigation, hydrant 
First 54.000 gallons 
Over 54,000 gallons 

XMkx 
All dasses wer Minimum 

All Classes except golf course irrigation, hydrant 
First 107.000 gallons 
Over 107.000 gabns 

4' Meler 
All dasses over Minimum 

All Classes except golf course irrigation, hydrant 
Fmt 167,000 gallons 
Over 167.000 gatlons 

All classes over Minlmum 

All Classes except golf course irrigation. hydrant 
First 334.000 gallons 

1.80 

NIA 
NIA 
NIA 

1.80 

NIA 
NIA 
NIA 

NIA 
NIA 

1 .80 

NIA 
NIA 

1 .80 

NIA 
NIA 

1 .80 

NIA 
NIA 

1 .eo 

NIA 
NIA 

1 .a0 

NIA 
N/A 

1.80 

NIA 
NIA 

Rate Design Final Schedule MJR-WJ I 

Page 1 of2 '' 

Company 
Proposed Rates 

14.80 
14.80 
24.67 
49.33 
78.93 

157.87 
246.67 

Remove 
493.33 
789.33 
200.00 

NT 

NIA 

1 .80 
3.09 
4.38 

NIA 

1 . io 
3.09 
4.38 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 
4.38 

Staff 
Recommended Rates ' 

14.N 
14.m 
23.34 
46.66 
74.66 

149.34 
233.34 

NT 
466.66 
746.66 
200.0c 

N l  

NIA 

1.2 
2.87 
3.85 

NIA 

1.50 
2.67 
3.85 

2.87 
3.85 

NIA 

2.87 
3.85 

NIA 

2.87 
3.85 

NIA 

2.87 
3.85 

NIA 

2.87 
3.85 

NIA 

2.87 
3.88 

NIA 

2.87 
3.85 



Lago Del Or0 Water Cwnpany 

Test Year Ended December 31,2012 
, Dock& No. W-01944A-130215 . 

Total Roposed Recommended 
Charge Service Line 

Over 334.000 gallons 

Recommended 
Meter Insauation 

8' Meter 
All classes over Minimum 

All Classes except golf course irrigation. hydrant 
First 534.000 gallons 
Over 534.000 gallons 

520.00 
620.00 
730.00 
995.00 

1,795.00 
2.640.00 

2.635.00 
3,630.00 

4.000.00 
5.1 55.00 

7,075.00 
9.090.00 

GoH Cwrse lniaabon 
All Gallons 

$ 
$ 
$ 

$ 

$ 

$ 

$ 

Hvdrant/Constru ction 
Au Gallons 

415.00 
415.00 
465.00 
520.00 

800.00 
800.00 

1.015.00 
1.135.00 

1,430.00 
1,610.00 

2.150.00 
2.270.00 

Monthly Service Charge for Fire Sprinkler 
up to 8. 

$ 
$ 
$ 

$ 

$ 

S 

'2% of monthly minimum for a comparable size 
meter mnection. but no less than $10.00 per 
month. The service charge for fire sprinklers is 
only applicable for senrice lines separate and 
dstimt for tl!a primary water service line. 

Other Service Charges: 

Establishment 
Establishment (After Hours) 
Reconneclii (Delinquent) 
Meler Reread(tf cwrect) 
Meter Test (If Corract) 
Deposit 
Depwil Interest 
Reestablishment (within 12 months) 
NSF Ch& 
Late Payment Penally 
Deferred Payment 
Moving Meter ai Customer Request 
Senrice Calls - Per HourlAfIer Hours(a) 
After Hours Service Charge 

1.80 

NIA 
NIA 

0.37 

NT 

NT 

$ 25.00 
$ 30.00 
$ 25.00 
5 15.00 
5 30.00 

I 

w ... 
5 10.00 

Nr 
15% per annum 

Fcrr 
Nn 

* Per Commission Rule AA.C. R-14-2403(8) 
* Per Commission Rule AAC. R-14-2-403(8) ... Per Commission Rule M.C. R-14-24003(0) - Months off the system times 

(a) No charge for senrice calls during normal working hours. 

In addilion to the collection of regular rates, the utility will colled fmm its custc 
privilege. sales. use. and franchiie tax. Per wmmision rule 14-2-4090(5). 

Sawice and Meter Installation Chuges 
Total Resen 

Charge 

5/8 x 34inch 
34-inch 

l inch 
1-112-inch 

Pinch 
2inch Turbine 

Zinch Compound 
3inch 

Mnch Turbine 
3-inch Compwnd 

4inch 
4inch Turbine 

4inch Compound 
Mnch 
B-inch 

6inch Turbine 
6inch Compound 

&inch 
8inch of Larger 

1CB Indicates Individual Case Bass Cost. 

250.00 
275.00 
300.00 
450.w 
625.00 

800.W 

975.00 

1.150.00 
1.325.00 

1.330.00 

Rate Oesign Final Schedule MJR-W1 
Page 2 of 2 

MA 

3.09 
4.38 

0.85 

4.38 

NT 

f 25.00 
Nn 
5 25.00 
$ 15.00 

30.00 s .. ... ... 
s 10.00 

1.5% per montl 
15% per annum 

NIT 
Nil 

! monthly minimum. 

rs a pmpMtionate share of any 

m- 
iervice Line 

i 385.00 
1 415.00 
6 465.00 

520.00 

1 800.00 
800.00 

6 1.015.00 
1.135.00 

6 1,430.00 
1,610.00 

21x 
2,270.00 

ICB* 

R o v e d  
Meter 

5 135.00 
$ 205.00 
$ 265.00 

475.00 

995.00 
1,840.00 

$ 1,620.00 
2,495.00 

$ 2.570.00 
3.545.00 

$ 4,925.00 
6.820.00 

ICB' 

NIA 

2.87 
3.85 

0.85 

3.85 

Per Rule' 

155.00 
205.00 
265.00 
475.00 

595.00 
1,840.00 

1,620.00 
2,495.00 

2,570.00 
3.95.00 

4925 
6.820.00 

s 25.00 
NIT 
s 25.00 
s 15.00 

30.00 5 - - .,. 
5 10.00 

1.5% per montl 
15% per annum 

Nn 
Nn 

30.00 

Total 
Remmmended 

570.00 
620.00 
730.00 
995.00 

1.795.00 
2.640.00 

2.635.00 
3.630.00 

4,000.00 
5.155.00 

7.075.00 
9,090.00 

ICB' 



Lago Dei Or0 Water Company 
Docket No. W-01944.A-13-0215 
Test Year Ended December 31,2012 

Final Schedule MJR-W2 

Typical Bill Analysis 
General Service 5/8 x 3/4-inch Meter 

Present Proposed Dollar Percent 
increase increase Company Proposed Gallons Rates Rates 

Average Usage 7,024 16 21.44 5 31.34 $ 9.90 46.17% 

Median Usage 5.500 18.70 26.64 $ 7.94 42.43% 

Staff Recommended 

Average Usage 7,024 $ 21.44 5 28.68 $ 7.24 33.74% 

Median Usage 5.500 18.70 24.31 $ 5.61 29.97% 

Present & Proposed Rates (Wdhout Taxes) 
General Service 5/8 x 3/4-lnch Meter 

Gallons Present 
Company Staff 
Proposed % Recommended % 

Consumption Rates Rates increase Rates increase 
$ 12.40 5 14.80 19.35% $ 14.00 12.90% 

1,000 
2,000 
3,000 
4,000 
5,000 
5,500 
6,500 
7,500 
8,500 
7,024 
9,500 

10,500 
11,500 
12.500 
13,500 
14,500 
15,500 
16,500 
17,500 
18,500 
19,500 
20,500 
25,500 
30,500 
35,500 
40,500 
45,500 
50,500 
75,500 

100,500 

12.40 
12.40 
14.20 
16.00 
17.80 
18.70 
20.50 
22.30 
24.10 
21.44 
25.90 
27.70 
29.50 
31.30 
33.10 
34.90 
36.70 
38.50 
40.30 
42.10 
43.90 
45.70 
54.70 
63.70 
72.70 
81.70 
90.70 
99.70 

144.70 
189.70 

16.60 
18.40 
20.20 
22.00 
25.09 
26.64 
29.73 
32.82 
35.91 
31.34 
39.00 
42.73 
47.1 1 
51.49 
55.87 
60.25 
64.63 
69.01 
73.39 
77.77 
82.15 
86.53 

108.43 
130.33 
152.23 
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42.43% 
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46.17% 
50.56% 
54.26% 
59.69% 
64.50% 
68.79% 
72.64% 
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79.25% 
82.11% 
84.73% 
87.13% 
89.34% 
98.23% 

104.60% 
109.39% 
113.13% 
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118.59% 
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15.50 
17.00 
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20.00 
22.87 
24.31 
27.18 
30.05 
32.92 
28.68 
35.79 
39.15 
43.00 
46.85 
50.70 
54.55 
58.40 
62.25 
66.10 
69.95 
73.80 
77.65 
96.90 

116.15 
135.40 
154.65 
173.90 
193.15 
289.40 
385.65 

25.00% 
37.10% 
30.28% 
25.00% 
28.48% 
29.97% 
32.56% 
34.73% 
36.58% 
33.74% 
38.17% 
41.32% 
45.75% 
49.66% 
53.16% 
56.29% 
59.11% 
61.68% 
64.01% 
66.14% 
68.10% 
69.90% 
77.14% 
82.33% 
86.24% 
89.28% 
91.73Yo 
93.73% 

100.00% 
103.29% 
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EXECUTIVE SUMMARY 
LAG0 OR0 WATER COMPANY 
DOCKET NO. W-01944A-134215 

Michael Thompson’s testimony discusses Utilities Division Staffs (“Staff) review 
of Lago Del Or0 Water Company’s (“Lago Del Ora" or “Company”) Cost of Service Study 
(“COSS”) for the rate case filed with the Arizona Corporation Commission (“Commission”), 
and presents the results of Staffs analysis. 

Based on its review of Lago Del Oro’s COSS, Staffs conclusions and 
recommendations are as follows: 

1. It is Staffs conclusion that Lago Del Or0 performed the COSS consistent with the 
methodology generally accepted in the industry, and developed all of the allocation 
factors appropriately. 

2. Staff further concludes that, based on the evaluation of the COSS model utilized by 
Lago Del Oro, the results of the COSS are satisfactory. 

3. Staff recommends that Lago Del Oro’s COSS cost allocation factors, and cost 
allocations modified by Staff as included under G Schedules, be accepted as 

. reasonable in the pending case. The revised Schedules G-1 and G-2 are attached in 
Exhibit 1. 
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I. 

Q. 
A. 

Q- 
A. 

Q. 
A. 

Q. 
A. 

Q* 
A. 

INTRODUCTION 

Please state your name, place of employment and job title. 

My name is Michael Thompson. My place of employment is the Arizona Corporation 

Commission (“Commission”), Utilities Division, 1200 West Washington Street, Phoenix, 

Arizona 85007. My job title is WaterNastewater Engineer. 

How long have you been employed by the Commission? 

I have been employed by the Commission since June 2013. 

Please list your duties and responsibilities. 

As a Utilities Engineer, specializing in water and wastewater engineering, I inspect and 

evaluate water and wastewater systems, obtain data, prepare reports, suggest corrective 

action, provide technical recommendations on water and wastewater system deficiencies, 

and provide written and oral testimony on rate and other cases before the Commission. 

How many cases have you analyzed for the Utilities Division? 

To date I have analyzed 8 cases covering various responsibilities for the Utilities Division. 

What is your educational background? 

I graduated from the S U N Y  College of Environmental Science and Forestry (“ESF”) at 

Syracuse, New York, and Syracuse University (“SU”) at Syracuse, New York. I have a 

Bachelor of Science Degree in Pulp and Paper Engineering fiom ESF and Chemical 

Engineering from SU. I am registered as a Professional Engineer (Civil) in the State of 

Arizona, and a Grade 2 Certified Water Treatment Plant Operator, and a Grade 3 Certified 

Water Distribution System Operator. 
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Q. 
A. 

Briefly describe your pertinent work experience. 

Prior to my employment with the Commission, I was the Operations Engineer, from 2009 

to 2012, for the Southwest and Central Districts of Golden State Water Company 

(“GSWC”), located in Gardena and Santa Fe Springs, California, respectively. As the 

Operations Engineer, I provided technical assistance and support to the districts’ 

operations departments with primary focus on resolving operational problems and 

optimizing the efficiency of the water system operations. Prior to my employment with 

GSWC, I was employed with Chaparral City Water Company (“Chaparral”), fkom 2002 to 

2009 as District Operations Engineer. While at Chaparral, I performed all capital, new 

business, and water quality activities within the district. I served as field 

engineer/construction manager for all capital and new business projects under 

construction. I also managed all water quality activities including monitoring, sampling, 

and reporting as required by 40 CFR (National Primary Drinking Water Regulations) and 

Arizona Administrative Code, Title 18, Chapter 4. 

From 2000 to 2002, I was employed with the Fountain Hills Sanitary District as 

Engineering Assistant. I performed plan review of all commercial and residential projects 

in the Town of Fountain Hills, and managed the district’s construction projects. 

From 1996 to 2000, I was employed as an Environmental Engineering Specialist with the 

Arizona Department of Environmental Quality (“ADEQ’). During that time period, I 

performed operations and maintenance site inspections of public water systems in Gila, 

LaPaz, Mohave, and Southwestern Yavapai Counties. 

Prior to working for ADEQ, I began my career in the pulp and paper industry as a process 

engineer in 1979. During my 16 year career in the pulp and paper industry, I worked for 3 
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different paper companies (Temple-Eastex, Bowater, Inc., and Champion International), 

where I advanced from a process engineer to Technical Manager. 

Q. 

A. 

Q- 
A. 

Q- 
A. 

11. 

Q. 
A. 

Did Staff perform an analysis of the application that is the subject of this 

proceeding? 

Yes, Staffs review of the Company’s cost of service study was performed by Staff 

Engineer Prern Bahl who recently retired. 

Is your testimony herein based on Mr. Bahl’s analysis? 

Yes, it is. 

What is the purpose of this Direct Testimony? 

The purpose is to discuss Staff’s review of Lago Del 01-0’s COSS for the rate case, and 

present the results of this review. 

COST OF SERVICE STUDY - REVIEW PROCESS 

What does the COSS signify? 

There are three steps in performing the COSS. 1) Functionalization; 2) 

Classification; and 3) Allocation. First, the COSS enables us to determine the system cost 

of service by classifying the utility’s costs (investments and expenses) by function, such as 

commodity-related, demand-related, customer-related, and Direct Fire-related functions. 

Customer-related functions are further broken down into customers and customer services. 

Second, the study breaks down these costs by customer classes to reflect as closely as 

possible the cost causation by respective customer classes. Third, the results of the COSS 

provide a benchmark for the revenues needed fkom each customer category by 

appropriately allocating the revenue requirement for each customer class. 

They are: 
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Q. 
A. 

Q* 
A. 

Q- 
A. 

Is there a standard COSS Model? 

There is no standard methodology for designing a COSS, but it is generally advisable to 

follow a range of alternatives to identify which allocations are more reasonable than 

others. For that reason, the COSS should be used as a general guide only and as one of 

many considerations in designing rates. 

Did Staff conduct a separate independent COSS? 

No, Staff did not conduct a separate independent COSS. 

What was the process Staff used in reviewing the Company’s COSS? 

Staff reviewed the Company’s overall COSS methodology, which is the Commodity- 

Demand methodology as outlined in the American Water Works Association Manual M1, 

“Principles of Water Rates, Fees, and Charges”. The Commodity-Demand Method breaks 

down the costs of providing water service into four primary cost components: commodity 

costs (costs that tend to vary with the amount of water used by the customers), demand 

costs (costs associated with peak use/demand), customers costs (costs not associated with 

water use, such as billing), and direct fire protection costs. Staff then reviewed the G 

Schedules reflecting various allocation factors (for Commodity, Demand, Customer, and 

Direct Private Fire) in COSS. Next, staff reviewed the Test Year (“FYE December 31, 

2012”) rate base, revenues, and expenses in the filed rate case. Staff adjustments to rate 

base, revenues, and expenses were incorporated in the appropriate G Schedules. The 

modified G Schedules G-1 and G-2 are attached under Exhibit 1. 
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111. 

Q- 

A. 

Q. 
A. 

CONCLUSIONS AND RECOMMENDATIONS 

Based upon your testimony, what are Staff’s conclusions and recommendations 

regarding the Cost of Service Study? 

Based on the review of Lago Del O~O’S COSS, Staffs conclusions and recommendations 

are as follows: 

1. It is Staffs conclusion that Lago Del Or0 performed the COSS consistent with the 

methodology generally accepted in the industry’ and developed the allocation 

factors appropriately, in accordance with the Staff recommended and Commission 

approved allocation factors in the Arizona Water Company’s rate case (Docket No. 

W-01444A-08-0440).‘ 

2. Staff further concludes that, based on the evaluation of the COSS model utilized 

by Lago Del Oro, the results of the COSS are satisfactory. 

3. Staff recommends that Lago Del 01-0’s COSS allocations and factors be accepted 

as reasonable in the pending case. The G-schedules G-1 and G-2 are listed under 

the attached exhibit 1. 

Staffs conclusions are limited to the specific facts of this case and do not create any 

precedent regarding Cost of Service Studies generally. Staff may make different 

recommendations in other cases. 

Does this conclude your Direct Testimony? 

Yes, it does. 
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EXECUTIVE SUMMARY 
LAG0 DEL OR0 WATER COMPANY 

DOCKET NO. W-01944A-13-0215 

The surrebuttal testimony of Staff witness Mary J. Rimback addresses the issues of 
rate base, operating income, revenue requirement and rate design for Lago Del Or0 Water 
Company (“LDO or “Company7’). 

The Company’s rebuttal testimony requests an increase in revenue of $1,148,253 
(61.00 percent) over test year revenue of $1,882,238. The total annual revenue of $3,030,491 
produces operating income of $647,208 to provide an 8.79 percent rate of return (“ROR) on 
a proposed $7,363,846 fair value rate base (“FVRB”) which is also the proposed original cost 
rate base (“OCRB”). 

The Utilities Division (“Staff”) recommends an increase in revenue of $1,029,215 
(54.68 percent) over test year revenue of $1,882,238. The total annual revenue of $291 1,453 
produces operating income of $604,049 to provide an 8.20 percent ROR on the Staff adjusted 
OCRB of $7,366,456. 
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I. 

Q- 
A. 

Q. 

A. 

Q. 
A. 

n. 
Q. 
A. 

INTRODUCTION 

Please state your name, occupation, and business address. 

My name is Mary J. Rimback. I am a Public Utilities Analyst with the Arizona 

Corporation Commission (“ACC” or “Commission”) in the Utilities Division (“Stafl”). 

My business address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Are you the same Mary J. Rimback who previously submitted direct testimony in 

this case? 

Yes, I am. 

How is your testimony organized? 

My testimony is presented in four Sections. Section I is this introduction. Section I1 

provides the purpose of the testimony. Section I11 is a summary of recommendations. 

Section IV presents Staff‘s response to the rebuttal testimony of Mr. Thomas J. Bourassa 

(“Bourassa Rebuttal”). 

PURPOSE OF THE SURREBUTTAL TESTIMONY 

What is the purpose of your surrebuttal testimony in this proceeding? 

The purpose of my surrebuttal testimony in this proceeding is to respond, on behalf of 

Staff, to the rebuttal testimony of Mr. Thomas J. Bourassa and to present Staff’s 

surrebuttal position regarding rate base, operating income, revenue requirement and rate 

design issues. 
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Q- 

A. 

Q. 
A. 

111. 

Q. 
A. 

Do you attempt to address every issue raised by the Company in its rebuttal 

testimony? 

No. My silence on any particular issue raised in the Company’s rebuttal testimony does 

not indicate that Staff agrees with the Company’s rebuttal position on that issue. I rely on 

my direct testimony unless modified by this surrebuttal testimony. 

What issues will you address? 

My surrebuttal addresses the following issues. 

Plant-in-Service (“PIS”) and Accumulated Depreciation on Plant Purchased from 

Miliate 

Fully Depreciated Plant 

Contributions-in Aid of Construction (“CIAC”) 

Accumulated Deferred Income Taxes 

Contractual Services Water Testing 

Contractual Services annual audit costs 

Rate Design 

SUMMARY OF RECOMMENDATIONS 

What rebuttal revenue requirement is LDO proposing? 

The Company’s rebuttal testimony requests total operating revenue of $3,030,491 a 

$1,148,253 (61.00 percent) increase over the test year revenue of $1,882,238. This 

provides a $647,208 operating income and an 8.79 percent ROR on a proposed $7,363,846 

fair value rate base (“FVRE3”) which is also the proposed original cost rate base 

(“OCW). 

, ’  
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Q. 
A. 

Q- 

A. 

N. 

Please summarize Staffs recommended revenue requirement. 

Staff recommends total operating revenue of $2,9 1 1,453, a $1,029,2 15 (54.68 percent) 

increase over the test year revenue of $1,882,238. This provides a $604,049 operating 

income and an 8.20 percent ROR on an OCRB of $7,366,456. (In S t a f f s  direct 

testimony, Staff recommended total operating revenue of $2,829,778, a $947,540 or 50.34 

percent increase over the test year revenue of $1,882,238 to provide a $580,094 operating 

income and a 7.9 percent ROR on an OCRB of $7,342,962.) 

Has the ROR used to develop the revenue requirement in Staff’s surrebuttal 

testimony changed from the ROR in Staffs direct testimony? 

Yes. Staffs recommended ROR is increased from the 7.90 percent reflected in my direct 

testimony filed on January 17, 2014, to 8.20 percent in this filing. The ROR change is 

supported by Staff witness Mr. John Cassidy. 

RESPONSE TO REBUTTAL TESTIMONY OF MR. THOMAS J. BOURASSA 

Plant-in-Service (“PlS)) and accumulated depreciatiun of plant purchased from affiliate 

Q. Is the Company disputing the Staff adjustment to the value of PIS included for 

ratemaking purposes? 

Yes. The Company cites in its rebuttal testimony the National Association of Regulatory 

Commissioners Uniform System of Accounts (“NARUC USOA”) Accounting Instruction 

No. 21, subsection B(1) which requires purchased plant to be recorded at its original cost 

and subsection B(2) which requires that accumulated depreciation associated with the 

original cost be recorded for utility plant, purchased or sold. 

A. 
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Q. 
A. 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Did the Company, in its original application follow instruction No. 21? 

No, the Company valued the assets at original cost but recognized depreciation as if the 

assets were placed in service at the beginning of 2012. The assets were actually placed in 

service over a period beginning in 1997 and continuing on through 2009. The 

depreciation recognized by the Company did not reflect the reduction in useful life of the 

assets. 

What was the value placed on this purchased plant in the Company's original 

application? 

The Company valued the transaction at the original cost of the underlying asset without 

regard to the reduction in useful life of the assets that has occurred since this plant was 

first placed into service. The original cost was $3,887,998. This value was utilized in 

both the rate application and the related financing application. 

Did Staff effectively adjust this $3,887,998 downward, recognizing the loss in 

economic value associated with accumulated depreciation? 

Yes, Staff originally valued these assets at $2,75 1,411. This was the remaining economic 

value of these assets at the point in time when they were transferred to LDO. 

Did the Company accept Staff's valuation of plant transferred in the financing 

docket? 

Yes, the Company has agreed to Staffs recommendation that the financing be limited to 

the remaining economic value of these assets or $2,75 1,411. 
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Q* 

A. 

Q. 
A. 

Q. 

A. 

Q- 

A. 

Has the value of plant to be recognized for purposes of the rate application been in 

dispute by the Company? 

Yes. The Company has argued that these assets should be recorded in a manner that 

makes clear both the original cost and accumulated depreciation from the point the assets 

were first devoted to utility service. Effectively this would be accomplished by recording 

the assets at the original $3,887,998 value and also recognize an accumulated depreciation 

reserve on these assets of $1,233,787. The Company has made a compelling argument, 

since it is important to acknowledge that these assets have been providing utility service 

for a number of years. 

Does Staff now agree with the position advocated by LDO? 

Yes, Staff recommends recognition of the original cost of the assets of $3,887,998 and 

also recognition of an additional accumulated depreciation reserve of $1,136,587. The net 

of these two entries is $2’75 1,411 - 

Did the Company include an accumulated depreciation reserve adjustment of 

$97,200 in its original application? 

Yes, the Company reflected one-half year’s depreciation on these assets being purchased. 

What adjustment to accumulated depreciation is still needed for the assets purchased 

from an affiliate? 

The required adjustment is $1,136,587, which is the net of the $1,233,787 discussed above 

less the $97,200 adjustment already in the Company’s application. 
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Fully Depreciated Plant 

Q. 
A. 

Q- 

A. 

Q. 
A. 

Q- 

A. 

Do Staff and the Company dispute the amount of fully depreciated plant? 

Yes, the Company states that all fully depreciated plant has been properly included in its 

original application. Staff continues to disagree with this Company position. 

Did Staff review the Company- provided information as to additions, retirements 

and adjust men ts? 

Yes. 

Did Staff record retirements as stated in the Company’s rebuttal testimony? 

No, Staff did not record retirements, Staff performed an audit analysis of the plant and 

accumulated depreciation balances presented by the Company. Plant is considered retired 

when it is removed from service, not when the recordkeeping reflects that it is fully 

depreciated. Property retired is defined by both NARUC USoA and the Arizona 

Administrative Code (“AAC”): 

1) According to the NARUC USoA definition No. 12, “Property retired,” as applied to 

utility plant, means property which has been removed, sold, abandoned, destroyed, 

or which for any cause has been permanently withdrawn from service. 

According to the AAC R- 14-2- 102 Subsection A(7) “Property retired” means assets 

which have been removed, sold, abandoned, destroyed, or which for any cause have 

been withdrawn from service and books of account. 

2) 

Did Staff adjust accumulated depreciation values and modify the Company’s on- 

going depreciation expense based on this analysis? 

Yes. 

~~ 

Company Rebuttal of Thomas J. Bourassa “(Bourassa Rt.” at 1 1 
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Q. 
A. 

Q. 
A. 

Q* 

A. 

Q* 
A. 

Please explain the basis of Staffs depreciation adjustments. 

The Company presented the application as required by the Commission, that is the plant 

balances were traced from the last rate case, additions, retirements and adjustments were 

shown for each of the twenty-four years since the last rate case. Staff analyzed the year- 

by-year transactions and notes that once the original cost of the plant was fully expensed 

for depreciation, some plant continued to be depreciated. 

Does Staff take issue with this practice? 

Yes, as stated in AAC R14-2-102 (3) “Depreciation” means an accounting process which 

will permit the recovery of the original cost of an asset less its net salvage over the service 

life”. As such recovering beyond the original cost of the plant in service does not comply 

with AAC R14-2-103 (3). 

Does the accumulated depreciation reserve adjustment proposed by Staff increase 

the Company’s rate base by $371,263 as shown in Surrebuttal Schedule MJR-W6? 

Yes, continuing to depreciate PIS beyond the original cost negatively impacts rate base, so 

reversing this depreciation reserve item increases rate base. 

Does this adjustment affect any other ratemaking calculations? 

Yes, this removes fully depreciated plant fi-om the going forward calculation of 

depreciation expense. 
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Contributions in Aid of Construction (TL4C’y 

Q. Does Staff’s position with regards to vintage year depreciation impact the 

Company’s CIAC balance as proposed in the Company’s rebuttal2? 

No, Staff notes that the CIAC balances in the last rate case were l l l y  amortized by 1995. 

Staff found that the Company provided calculations in the rate application (Schedule B-2 

page 5.1) which continued to amortize CIAC that was completely amortized in 1995. 

A. 

Accumulated Deferred Income Taxes (%DIT”) 

Q. 

A. 

Did Staff adjust the ADIT calculation based on the Company’s calculation of the 

effects of not taking bonus depreciation on the entire $3,887,000 of plant purchased 

from an affiliate? 

No. Staff does not understand the rebuttal points raised by the Company regarding bonus 

depreciation. No mention of bonus depreciation was included in the original rate 

application. The plant purchased from an affiliate was placed in service over a period of 

many years. If applicable, bonus depreciation would have been an issue for the affiliate in 

the years the various assets were placed in service. These would not have resulted in 

bonus depreciation implications only in 2012, as the Company seems to be suggesting. 

Staff believes this rebuttal point is irrelevant and should be disregarded. 

Contractual Services Testing for water testing costs 

Q. 

A. 

Does Staff accept the adjustment for mandated water testing costs of $5,940? 

Yes, this represents one-fifth of 92.0 percent of the total costs of $32,280, allowing the 

Company to recover the LDO portion over five years. 

Bourassa Rt at 14 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

Surrebuttal Testimony of Mary J. Rimback 
Docket No. W-O1944A-13-0215 
Page 9 

Contractual Services Annual Audit 

Q. 

A. 

Does Staff recommend inclusion of $8,000 to prepare annual financial audits as a 

condition of its proposed new debt? 

No. No support has been given for this $8,000 amount, and both the amount of any 

ultimate auditing costs and the timing regarding when any such auditing costs will be 

incurred are not known and measurable at the present time. Further, Staff notes there are a 

number of specific requirements included in the term sheet provided in the financing 

application and an additional annual audit was not one of the terms of the loan. 

Rate Design 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Did Staff change the rate design from its direct testimony? 

No, Staff left the fundamental rate design as in its direct testimony, adjusting for the 

change in recommended revenues. 

Did Staff include the rate design and typical bill analysis in surrebuttal schedules? 

Yes. 

Does this conclude your testimony? 

Yes, it does. 



Lago Dei Or0 Water Company 
Docket No. W-01944A-13-0215 
Test Year Ended December 31,2012 

REVENUE REQUIREMENT 

LINE 
- NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

DESCRIPTION 

Adjusted Rate Base 

Adjusted Operating Income (Loss) 

Current Rate of Return (L2 / L1) 

Required Rate of Return 

Required Operating Income (L4 * L1) 

Operating Income Deficiency (L5 - L2) 

Gross Revenue Conversion Factor 

Required Revenue Increase (L7 L6) 

Adjusted Test Year Revenue 

Proposed Annual Revenue 

Required increase in Revenue (%) 

References: 
Column (A): Company Schedule A-1 
Column (B): Staff Schedules MJR-W3 and MJR-W9 

Surrebuttal Schedule MJR-W1 

(A) 
COMPANY 

FA1 R 
VALUE 

$ 8,287,733 

$ (3,470) 

-0.04% 

8.65% 

$ 71 6,971 

$ 720,441 

1.6560 

$ 1,193,033 

$ 3,075,271 

63.38% 

(B) 
STAFF 
FAIR 

VALUE 

$ 7,366,456 

$ (28,182) 

-0.38% 

8.20% 

$ 604,049 

$ 632,232 

1.6279 

$ 1,029,215 i 
$ 1,882,238 

$ 2,911,453 

54.68% 



Lago Del Om Water COmpany 
Docket NO. W41944A-lM215 
TestYeuEn&dDccembW31,2012 

GROSS REVENUE CONVERSION FACTOR 

Surrebuttal Schedule MJR-W2 

LINE 
No. 

1 
2 
3 
4 
5 
6 

7 
8 
9 
10 
11 

12 
13 
14 
15 
16 
17 

18 
19 
20 
21 
22 
23 

24 
25 
26 

27 
28 
29 

30 
31 
32 
33 
34 

35 
36 
37 
38 

39 
40 
41 
42 
43 
44 
45 
46 
47 
48 
49 
50 
51 
52 

p 
Revenue 
Uncolledble Factor 
Revenues (L1 - U )  
Combined Federal and State Income Tax and Property Tax Rate (Line 18) 

Revenue Convetslon Factor (Ll I Is) 
Subtotal (L3 - L4) 

p 
unity 
Combined Federal and State Tax Rata (Line 17) 
One M i  Combined Income Tax Rate (L7 - L8 ) 
UncdktlbleRate 
Uncollectible Factor (L9 L10 ) 

Operating Income Before Taxes (Arizona Taxable fncome) 
Arizona State Income Tax Rate 
Federal Taxable Income (L12 - L13) 
Applicable Federal Income Tax Rate (Line 48) 
ERedivs Federal Income Tax Rate (L9 x L10) 
Combined Federal and State Income Tax Rate (L13 +L16) 

100.0000% 
O.OooO% 

l w . m  
38.5714% 
61.4286% 
1 627907 

100.0000% 
37.5028% 
62.4972% 
0.0000% 
0.0000% 

1OO.oooO% 
6.5000% 

93.!5000% 
33.1581% 
31.0028% 

37.5028% 

Calculation of proaerhr Tax F& 

Combined Federal and State Income Tax Rate (L17) 
One Minus Combined Income Tax Rate (L13-Ll4) 
Property Tax Fadw (MJR-Wl3. U7) 
Efiective Property Tax Factor (UOI21) 
Combined Federal and State l~xxne Tax and Property Tax Rate (L17+L22) 

Unity 100.ooOo% 
37.5028% 
62.4972% 

1.7099% 
I .0686% 

38.5714% 

Required Operating Income (Schedule MJR-W1, Line 5) 
AdjusledTest Year w n g  Income (Loss) (MJR-W10, L40 
Required Increase in Operating Income (L24 - L25) 

$ 604,049 
(28,1821 

$ 632,232 

Income Taxes on Recommendad Revenue (Col. IC], L52) $ 315,382 
(64,002) Income Taxes on Test Year Revenue (Col. GI. L52) 

Required Increase in Revenue to Pmbide for Income Taxes (L27 - U8) 

Recommended Revenue Requirement (Schedule MJR-W1, Line 10) $ 2,911.453 
UncollectibleRata 0.0000?4 
Uncollleuible Expense on Recommended Revenue (L30131) 

379.384 

5 
$ Adjusted Test Year Uncolledible Expense 

Required Increase in Revenue to W d e  for Uncollectible Exp. (L32133) 

Property Tax with Recommended Revenue (Schedule MJR-W18, L21) $ 111,267 

Increase in Property Tax Due to I m s e  in Revenue (L30-31) 
Total Required Increase in Revenue (L21+ L24 + L29 + L32) 

Properly Tax on Test Year Revenue (Schedule MJR-W13, Line 17) 93,668 
17,599 

$ 1,029,215 

Calculation of /name Tax: 
Revenus (Schedule MJR-Wl, Col. Is], Line 9 8 Sch. MJR-W1, Col. p] Line 10) 
Operating Expenses Excluding Income Taxes 
Synchronized Interest (L57) 
Arizona Taxable Income (L34 - L35 - L36) 
Arizona State Income Tax Rate 
Arizona Income Tax (L37 x L38) 
Federal Taxable Income (W7- L39) 
Federal Tax on First Income Bracket ($1 - $50,000) Q 15% 
Federal Tax on Second Income Bracket ($51,001 - $75,000) Q 25% 
Federal Tax on Third Income Bracket ($75.001 - $lW,OOO) 8 34% 
Federal Tax on Fowth Income Bracket ($100,001 - $335,000) @ 39% 
Federal Tax on Flfth Income Bracket ($335,001 SlO,OOO,OOO) @ 34% 
Total Federal Incoma Tax 
Combined Federal and State Income Tax (L43 + L51) 

Test 
Year 

$ 1,882,238 $ 
$ 1,974,422 
$ 95,764 
5 (187.948) 

6.5000% 
$ (12,217) 
$ (175,732) 
5 (7.500) 
5 (6,250) 
s (8,500) 
s (29.535) 
f 
$ (51.785) 

53 Applicable Federal I m e  Tax Rate [Col. [C], L51 - Col. [A], LSl] I [Col. [C]. L45 - Col. [AI. L451 

Staff 
Recommended 

1,029,215 $ 2,911,453 
f 1,992,021 
f 95,764 
$ 823,668 

6.5000% 
$ 53.538 
5 770.130 
$ 7,500 
I 6,250 
$ 8,500 
$ 91,650 
$ 147,944 
$ 261,844 

33.1581% 

54 Synchronized Interest Calcvlation 
55 RateBase 
56 Weighted Average Cost of Debt 
57 Svndvonized interest 

$ 7,366,456 
1.30% 

$ 95.764 



Lago Del Or0 Water Company 
Docket No. W-01944A-13-0215 
Test Year Ended December 31,2012 

Surrebuttal Schedule MJR-W3 

RATE BASE - ORIGINAL COST 

LINE 
- NO. 

(A) (6) 
COMPANY 

AS STAFF 
FILED ADJUSTMENTS 

(C) 
STAFF 

AS 
ADJUSTED 

1 Plant in Service $ 18,200,198 $ 1 $ 18,200,199 
2 Less: Accumulated Depreciation 
3 Net Plant in Service 

LESS: 

8,840,798 765,324 
$ 9,359,400 $ (765,323) 

9,606,122 
$ 8,594,077 

$ 753,535 
469,879 (1 86,882) 

$ 382,814 $ 87,724 

4 Contributions in Aid of Construction (CIAC) $ 852,693 $ (99.1 58) 
5 Less: Accumulated Amortization 
6 Net CIAC 

7 Advances in Aid of Construction (AIAC) 297,640 

8 Customer Deposits 111,854 

9 Accumulated Deferred Income Tax 279,359 68,229 

10 Working Capital Allowance 

11 Defered Regulatory Assets 

12 Original Cost Rate Base $ 8,287,733 $ (921,277) 

References: 
Column [A]: Company Application Schedule B-I 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column p] 

$ 282,997 
$ 470,538 

297,640 

11 1,854 

347,588 

$ 7.366.456 
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Lago Del Or0 Water Company 
Docket No. W-01944A-I 3-021 5 
Test Year Ended December 31,2012 

LINE STAFF 
NO. DESCRIPTION AS ADJ NO. 1 

Surrebuttal Schedule MJR-W5 

STAFF STAFF 
ADJUSTMENTS ASADJUSTED 

RATE BASE ADJUSTMENT NO. 1 - Staff adjusted value of plant purchased from affiliated company 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 Subtotal $ 3,887,998 $ - $  3,887,998 
13 
14 Accumulated Depreciation $ 97,200 $ 1,136,587 $ 1,233,787 

304 Structures and Improvements $ 110,051 
307 Wells and Springs 496,541 
310 Power Generation Equipment 62,481 
31 1 Electric Pumping Equipment 547,976 

330.1 Storage Tanks 323,184 
330.2 Pressure Tanks 89,247 

331 Transmission and Distribution Mains 1,774,780 
333 Services 270,250 
335 Hydrants 189,964 
346 Communications Equipment 23,525 

1 10,051 
496,541 
62,481 

547,976 
323,184 
89,247 

1,774,780 
270,250 
189,964 
23,525 

References: 
Column [A]: Company Schedule 82 ,  Page 3.29 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Lago Del Or0 Water Company 
Docket No. W-01944A-13-0215 
Test Year Ended December 31,2012 

LINE COMPANY STAFF 
AS FILED ADJUSTMENTS 

Surrebuttal Schedule MJR-W6 

STAFF 
AS ADJUSTED 

RATE BASE ADJUSTMENT NO. 1 - Accumulated depreciation - fully depreciated plant 

, NO. DESCRIPTION 

1 Accumulated Depreciation $ 8,840,798 $ (371,263) $ 8,469,535 

References: 
Column [A]: Company Schedule 8-2, Page 3.29 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 



Lago Del Or0 Water Company 
Docket No. W-01944A-13-0215 
Test Year Ended December 31,2012 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

Surrebuttal Schedule MJR-W7 

STAFF 
AS ADJUSTED 

I RATE BASE ADJUSTMENT NO. 3 - ClAC and accumulated amortization of ClAC 1 

References: 
Columns [A]: Company Schedule 8-2, Page 5.1 thru 5.3 
Column [B]: Column [C] less Column [A] 
Column [C]: Testimony MJR 



Lago Del Oro Water Company 
Docket No. W-01944A-13-0215 
Test Year Ended December 31,2012 

LINE COMPANY STAFF 
NO. DESCRIPTION AS FILED ADJUSTMENTS 

Surrebuttal Schedule MJR-W8 

STAFF 
AS ADJUSTED 

RATE BASE ADJUSTMENT NO. 4 - Adit adjustment 

1 ADIT 

References: 
Column [A]: Company Schedule B.1, Page 1 
Column [B]: Column [C] less Column [A] 
Column [C]: Column [A] + Column [B] 

$ 279,359 $ 68,229 $ 347,588 



Lago Del Or0 Water Company 

Test Year Ended December 31,2012 
Docket No. W01944A-13-0215 

OPERATING INCOME STATEMENT -ADJUSTED TEST YEAR AND STAFF RECOMMENDED 

Surrebuttal Schedule MJR-W9 

LINE - NO. 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
33 
34 
35 
36 
37 
38 
39 
40 

[AI [el 
COMPANY 
ADJUSTED STAFF 
TEST YEAR TEST YEAR 

DESCRIPTION AS FILEQ ADJUSTMENTS 

P I  
STAFF 

TEST YEAR 
AS 

ADJUSTED 

PI 

STAFF 
PROPOSED 
CHANGES 

[El 

STAFF 
RECOMMENDED 

REVENUES: 
Matenrd Water Sales 
Water Sales-Unmetered 
Other Water Revenue 
Intentionally Left Blank 
Total Operating Revenues 

$ 1,865,121 $ 

17,117 

$ 1,882,238 

OPERATING W E N S E S :  
Salaries and Wages $ 169,991 
Employee Bene% and Pensions 35,228 
Punhasad Water 
Purchased Power 442,823 
Fuel for Power Pmduction 
Chemicals 21,969 
Materials and Supples 80,299 
ORiCe Supplies and Expense 66,431 
Contractual Services-Engineering 
Contractual Services Accounting 533 
Contractual Services- Legal 166 
Contractual Services-Other 57,785 
Contractual Services-Testing 22,433 
Rents 9,435 
Rents-Equipmen! 
Transportation Expenses 42,440 
Insurance - Vehicle 5,165 
Insurance - General Lability 20.083 

Regulatory Commission Expense - Rate Case 55,000 
Bad Debt Expense 4,922 
Miscellaneous Expense 19,274 
Depreciation and Amortization Expense 861.127 
Taxes Other than Income 

Income Taxes (128,849) 
Interest on Customer Deposits 
Total Operating Expenses S 1,885,708 
Operating Income (Loss) $ (3,470) 

Regulatocy Commission Expenseother 855 

Property Taxes 98,597 

$ 1,865,121 

17,117 

$ 5 1,882,238 
## 

$ 169,991 
35,228 

442,823 

21,969 
80,299 
66,431 

533 
166 

57,785 
5,392 27,825 

9.435 

42,440 
5,165 
20,083 

055 
55,000 
4,922 

19,274 

s 

(40,597) 820,530 

(4,929) 93.668 
64,847 (64,002) 

$ 24,713 0 1,910,420 
$ (24,713) $ (28,182) 

Other Income(Expense) 
Interest Income $ $ $ 
Other Income(Expense) 
Interest Expense (204,322) 108,558 (95,764) 
OtherExpense 
Total Other Income (Expense) 5 (204,322) $ 108,558 $ (95,764) 
Net Profit (Loss] 5 (207,792) 5 83,845 $ (123,946) 

$ 1,029,215 

$ 1.029.21 5 

$ 2,894,336 

17,117 

$ 2,911.453 

17,599 
379,384 

$ 396.983 
5 632,232 

$ 169,991 
35,228 

442.823 

21,969 
80,299 
66,431 

533 
166 

57,785 
27.825 
9,435 

42,440 
5.165 

20.083 
855 

55,000 
4,922 

19,274 
820,530 

11 1,267 
315,382 

$ 2,307,403 
$ 604.049 

(95.764) 

5 (95,764) 
$ 508,285 

Reference S: 

Column (A): Company Schedule C-1 
Column (E): Schedule MJR-W10 
Column (C): Column (A) + Column (B) 
Column (D): Schedules MJR-W1, MJR-W2 and MJR-W13 
Column (E): Column (C) + Column (D) 
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Lago Del Or0 Water Company 
Docket No. W-01944A-13-0215 
Test Year Ended December 31,2012 

Line COMPANY STAFF 
No. Description PROPOSED ADJUSTMENTS 

Surrebuttal Schedule MJR-W11 

STAFF 
RECOMMENDED 

OPERATING ADJUSTMENT NO. 1 -Water testing expense 

1 Contractual Services-Testing 
2 UCMR3 
3 

$ 22,433 $ (548) $ 21,885 
’ $  - $  5,940 $ 5,940 

!§ 22,433 $ 5,392 $ 27,825 

’ Unregulated Contaminant Monitoring Rules 

References: 
Column [A]: Company Schedule C-I , Page 1 and Company Rebuttal Testimony 
Column [B]: Testimony Staff Engineering Testimony 
Column [C]: Column [A] + Column [B] 



Lago Del Om Water Company 
Docket No. W41944A-134215 
Test Year Ended December 31,2012 

PLANT In NonDepreciable DEPRECIABLE 

(Col A - COl 8) 
LINE ACCT SERVICE or Fully Depreciated PLANT DEPRECIATION 

RATE NO. NO. DESCRIPTION Per Staff PLANT 

Surrebuttal Schedule MJR-WIZ 

DEPRECIATION 
EXPENSE 

(Col C x Col D)  

1 301.0 OrganizationCost $ - $  - $  

2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 

302.0 Franchise Cost 
303.0 Land and Land Rghts 
304.0 Structures and Improvements 
305.0 Collecting and Impounding Res. 
306.0 Lake River and Other Intakes 
307.0 Wells and Springs 
308.0 Infiltration Galleries and Tunnels 
309.0 Supply Mains 
310.0 Power Generation Equipment 
31 1 .O Electric Pumping Equipment 
320.1 Water Treatment Equipment 
320.2 Chemical Solution Feeders 
330.0 Distribution Reservoin &Standpipe 
330.1 Storage Tanks 
330.2 Pressure Tanks 
331.0 Transmission and Distribution Mains 
333.0 Services 
334.0 Meters 
335.0 Hydrants 
336.0 Backflow Preventin Devicas 
339.0 Other Plant and Miscellaneous Equipment 
340.0 Office Furniture and Fixtures 
540.1 Cornputen and Software 
341 .O Transportation Equipment 
342.0 stores Equipment 
343.0 Tools and Work Equipment 
344.0 Labaatory Equipment 
345.0 Pawer Operated Equipment 
346.0 Communications Equipmenf 
347.0 Miscellaneous Equipment 

32 348.0 OtherTangiMeflant 
33 Total Plant 

42,608 
359,681 

0 
2,164,423 

187,864 
3,585,660 

24,640 

1,758,175 
321,969 

6,083,805 
1,888,741 

504,321 
71 8,857 

36,758 

89,569 

55,787 
351,219 
26,122 

42,608 
11,667 

134,725 

222,970 

805,218 
247,045 
80,024 

148,034 

348,014 

0 
2,029,698 

187,864 
3,585,660 

24,640 

1,535,205 
321,969 

5,278,587 
1,641,696 

424,297 
570,823 

36,758 

89,569 

55,787 
351,219 
26,122 

0.00% $ 
0.00% 
0.00% 
3.33% 
2.50% 
2.50% 
3.33% 
6.67% 
2.00% 
5.00% 

12.50% 
3.33% 

20.00% 
2.22% 
2.22% 
5.00% 
2.00% 
3.33% 
8.33% 
2.00% 
6.67% 
6.67% 
6.67% 

20.00% 
20.00% 
4.00% 
5.00% 

10.00% 
5.00% 

10.00% 
10.00% 

11,589 

0 
67,589 

9,393 
448,208 

4,928 

34,082 
16,098 

105,572 
54,668 
35,344 
I t  ,416 

2.452 

17,914 

2,789 
35,122 
2,612 

10.00% 
$ 18,200.199 $ 1.692.291 $ 16,507,908 $ 859,776 - 

38 ClAC = Depreciation ExpendDepreciaMe Plant 5.21 % 
39 CIAC Balance $ 753,535 
40 Depreciation Expense Before Amortization of CIAC: $ 859,776 
41 Less Amortization of CIAC: $ 39,246 
42 Test Year Depreciation Expense - Staff: S 820,530 
43 Depreciation Expense - Company: $ 861,127 
44 S W s  Total Adjustment: f (40,597) 

Note: 

* Indicates items that were fully depreciated per Company Schedule C-2. 
References: 
Column [A]: Schedule MJR-W4 
Column p]: Testimony MJR From Column [A] 
Column [C]: Column [A] - Column p ]  
Column (DJ: Staff Engineering Testimony 
Column IE]: Column [C] x Column [o] 



Lago Del Or0 Water Company 
Docket No. W-01944A-139215 
Test Year Ended December 31,2012 

LINE 
NO. Property Tax Calculation 

Surrebuttal Schedule M.IR-Wl3 

STAFF STAFF 

OPERATING INCOME ADJUSTMENT NO. 4- Property tax expense 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 

Staff Adjusted Test Year Revenues 
Weight Factor 
Subtotal (Line 1 * Line 2) 
Staff Recommended Revenue, Per Schedule MJR-1 
Subtotal (Line 4 + Line 5) 
Number of Years 
Three Year Average (Line 5 I Line 6) 
Department of Revenue Mutilplier 
Revenue Base Value (Line 7 Line 8) 
Plus: 10% of CWlP - 
Less: Net Book Value of Licensed Vehicles 
Full Cash Value (Line 9 + Line 10 - Line 11) 
Assessment Ratio 
Assessment Value (Line 12 Line 13) 
Composite Property Tax Rate (Per Company Schedule) 

Staff Test Year Adjusted Property Tax (Line 14 Line 15) 
Company Proposed Property Tax 

Staff Test Year Adjustment (Line 17-Line 18) 
Property Tax - Staff Recommended Revenue (Line 14 * Line 15) 
Staff Test Year Adjusted Property Tax Expense (Line 17) 
Increase in Property Tax Expense Due to Increase in Revenue Requirement 

Increase to Property Tax Expense 
Increase in Revenue Requirement 
Increase to Property Tax per Dollar Increase in Revenue (Line 2WLine 26) 

$ 1,882,238 
2 

3,764,476 
1,882,238 
5,646,7 f 4 

3 
1,882,238 

2 
3,764,476 

I 112,728 
3,651,748 

19.0% 
693,832 

13.5000% 

$ 93,668 
98,597 

$ (4,929) 

$ 1,882,238 
2 

$ 3,764,476 
$ 2,911,453 

6,675,929 
3 

$ 2,225,310 
2 

$ 4,450,619 

$ 112,728 
$ 4,337,891 

$ 824.199 
19.0% 

13.5000% 
$ 

$ 111,267 
$ 93,668 
$ 17,599 

$ 17,599 
1,029,215 
1.709903% 

References: 
Column [A]: Company Schedule C-2, Page 3 
Column [B]: Testimony MJR 
Column [C]: Column [A] + Column [B] 
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COMPANY STAFF STAFF 
TEST YEAR ADJUSTMENTS RECOMMENDED 

'MENT NO. 5 - Test year income taxesRATE BASE ADJUSTMENT NO. I - Staff adjusted value of plant purc 

References: 
Column (AI: Comoanv Schedule C-1 
Column i6j: Column [C] - Column [A] 
Column (C): Schedule MJR-W2 



Lago Del Om Water Company 
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Test Year Ended December 31,2012 

Monmly Usage Charge PmSent 

Meter Size (All Classes): 
5/8x3/41nch 
3 4  Inch 
1 Inch 
1 112 Inch 
2 Inch 
3 Inch 
4 Inch 
5 Inch 
6 Inch 
8 Inch 
Golf Cwrse irrigation 
Construction Hydrant 

12.40 
12.40 
18.00 
28.00 
40.00 
62.00 
84.00 

106.00 
128.00 
150.00 

NT 

Gallons in Minimum 2,000 
Commodrty Chsrge - Per 1 ,OOO Gallons AI1 Classes 

5/8’ x 3/4‘ Meter 
All classes over Minimum 

First 4.000 gal lm 
4.001 to 10,Mw) gallons 
Over 10,000 gallons 

Commeraal. higation (except golf course irrigation) 
First 10,000 gallons 
Over 10,000 gallons 

3/4’Meler 
All classes over Minimum 

Residential: 

First 4,000 gallons 
4.001 to 10,000 gallons 
Over 10,000 gallons 

Commercial. Irrigation (except golf course irrigation) 
First 10,000 gallons 
Over 10.000 gallons 

mMeL 
All classes over Minimum 

All Classes except golf coursa irrigation, hydrant 
First 17,000 gallons 
Over 17.000 gallons 

1 112” Meter 
All classes over Minimum 

All Classes except golf course irrigation. hydrant 
First 34,000 gallons 
Over 34.OOO gallons 

All classes over Minimum 

All Classes except golf come irrigation. hydrant 
First 54,000 gallons 
Over 54.WO gallons 

23skL 
All dasses over Minimum 

All Classes except golf -e irrigation. hydrant 
First 107,000 gallons 
Over 107.000 gallons 

4’ Meter 
All classes over Minimum 

All Classes except golf course irrigation, hydrant 
First 167,MM gallons 
Over 167.000 gallons 

!i3& 
All classes over Minimum 

All Classes except golf course irrigation, hydrant 
First 334,000 gallons 

1 .80 

NIA 
NIA 
NIA 

1 .a0 

NIA 
NIA 
NIA 

NIA 
NIA 

1 .a0 

N/A 
NIA 

1 .eo 

NIA 
NIA 

1 B O  

NIA 
NIA 

1 .80 

NIA 
NIA 

1 .eo 

NIA 
N/A 

1 .80 

NIA 

Fate Design 

Proposed Rates 

14.80 
14.80 
24.67 
49.33 
78.93 

157.87 
246.67 

Remove 
493.33 
789.33 
m.OO 

NT 

N/A 

1 .BO 
3.09 
4.38 

NIA 

1 .80 
3.09 
4.38 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 
4.38 

tUA 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 

Sunetumal Schedule MJR-W15‘ 
Page 1 of2 

Staff 
Recommendad Rates 

14.15 
14.15 
23.59 
47.16 
75.46 

150.94 
235.84 

NT 
471.66 
754.66 
200.00 

NT 

N/A 

1.55 
3.00 
4.08 

tUA 

1.55 
3.00 
4.08 

3.00 
4.08 

NIA 

3.00 
4.08 

NIA 

3.00 
4.08 

NIA 

3.00 
4.08 

NIA 

3.00 
4.08 

NIA 

3.00 
4.08 

NIA 

3.00 
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' 

In addition to the collection of regular rates. the u t i l i  will collect fmn its custcfners a pmportionate share of any 
privilege. sales, use. and franchiie tax. Per Commission rule 14-2-409D(5). I 

Over 334,000 gallons NIA 

Servke and Meter Installatbn Char#= 
TotalRasent 

Charge 

8' Mstw 
All class%s over Minimum 

All Uasses except golf murse ifrigation, hydrant 
First 534.OOO gallons 
over 534,000 gallons 

Pmposed 
ServiceLine 

Gdf Course lmoatm 
All Gallons 

. .  

250.00 
275.00 
300.00 
450.00 
625.00 - 
800.00 - 

- 
975.00 

- 
- 

1.150.00 
1.325.00 

- 
1,500.00 

HvdrantlConstrudion 
All Gallons 

$ 385.00 
$ 415.00 
$ 465.00 

520.00 

f 800.00 
800.00 

$ 1,015.00 
1,135.00 

$ 1.430.00 
1.610.00 

21x 
2,270.00 

Ice* 

Monthly service Charge for Fire Sprinkler 
up to 8' 

1 .eo 

NIA 
NIA 

0.37 

Nn 

NT 

'2% of monthly minimum for a comparable size 
meter connection, but no less than 510.00 per 
month. The service dwge  for fire sprinklers is 
only applicable for service lines separate and 
distinct for the primary water service line. 

Other Service Charges: 
I 

Establishment 
Establishment (Mer Hours) 
Remnnedion (Delinquent) 
Meter Reread(lf C W r d )  
Meter Test (If Correct) 
Deposr 
Depmil Interest 
Reestablihment (within 12 months) 
NSF Check 
Late Payment Penalty 
Defwed Payment 
Moving Meter at Customer Request 
SeMce Calls - Per Hour 
Mer  Hours Service Charge 

$ 25.00 
$ 30.00 
$ 25.00 
$ 15.00 
$ 30.00 .. .. ... 
5 10.00 

Nrr 
1.5% per month 

w 
rvr 
Nfr 

Rate Design 

4.38 

NIA 

3.09 
4.38 

0.85 

4.38 

NT 

I * Per Commission Rule M.C .  R-14-2403(8) 
Per Commission Rule A.A.C. R-14-2403(8) - per Commission Rule A.A.C. R-14-2403(D) - Months off the system times the monthly minimum. 

I 

f 25.00 
rvr 
$ 25.00 
s 15.00 

30.00 5 .. ... - 
$ 10.00 

1.5% per month 
1.5% per month 

w 
Nlr  

s 30.00 

518 x 34-inch 
34inch 

1 inch 
1-1Rinch 

Z-inch 
2-inch Twbine 

2inch Compcnmd 
Mnch 

Mnch Turbine 
J-inch Compound 

4inch 
4-inch Turbine 

4-inch Compound 
J-inch 
6inch 

6-inch Turbine 
&inch Compound 

8inch 
8inch or Larger 

1CB Indicates Individual Case Basis Cost. 

Reposed 
Meter 

s 135.00 
$ 205.00 
$ 265.00 

475.00 

995.00 
1,840.00 

$ 1.620.00 
2,495.00 

$ 2.570.00 
3.545.00 

$ 4,925.00 
6.820.00 

ICB' 

Surrebuttal Schedule MJR-W15 
Page 2 of2 

4'08 I 
NIA 

3.00 
4.08 

0.8! 

4.01 

Per Rule 

520.00 $ 415.00 
620.00 $ 415.00 
730.00 $ 465.00 
995.00 520.00 

1.795.00 $ 800.00 
2,640.00 800.00 

2.635.00 $ 1,015.00 
3,630.00 1,135.00 

4.000.00 $ 1,430.00 
5,155.00 1,610.00 

7,075.00 $ 2.150.00 
9.090.00 2,270.00 

ICB' ICE' 

Recommended 
Mer  lnsallatia 

$ 155.00 
$ 205.00 
$ 265.00 

475.00 

5 995.00 
1,840.00 

$ 1.620.00 
2.495.00 

$ 2,570.00 
3,545.00 

492: 
6.820.00 

ICB* 

$ 25.M 
rvr 
s 25.01 
s 15.01 
$ 30.a 

.. 
L 

s 10.01 
1.5% per monl 
1 .5% per moni 

w 
tv 

30.a 

Total 
Reammended 

570.00 
620.00 
730.00 
995.00 

1.795.00 
2,640.00 

2,635.00 
3.630.00 

4.000.00 
5.155.00 

7.075.00 
9.090.00 

ICE' 



Lago Del Oro Water Company 

Test Year Ended December 31,2012 
Docket NO. W-01944A-13-0215 

Surrebuttal Schedule MJR-W16 

Typical Bill Analysis 
General Service 5/8 x 3/4-lnch Meter 

Present Proposed Dollar Percent 
Company Proposed Gallons Rates Rates Increase Increase 

Average Usage 7.024 $ 21.44 $ 31.34 $ 9.90 46.17% 

Median Usage 5.500 18.70 26.64 $ 7.94 42.43% 

Staff Recommended 

Average Usage 7,024 $ 21.44 $ 29.42 $ 7.98 37.21% 

Median Usage 5,500 18.70 24.85 $ 6.15 32.89% 

Present & Proposed Rates (Without Taxes) 
General Service 5/8 x 3/4-lnch Meter 

Gallons Present 
Company Staff 
Proposed % Recommended % 

1,000 
2,000 
3,000 
4,000 
5,000 
5,500 
6,500 
7,024 
7,500. 
8,000 
8,500 
9,500 

10,500 
11,500 
12,500 
13,500 
14,500 
15,500 
16,500 
17,500 
18,500 
19,500 
20,500 
25,500 
30,500 
35,500 
40.500 
45,500 
50,500 
75,500 

100,500 

Consumption Rates Rates Increase Rates Increase 
12.40 s 14.80 19.35% $ 14.15 14.1 1% 
12.40 
12.40 
14.20 
16.00 
17.80 
18.70 
20.50 
21.44 
22.30 
23.20 
24.10 
25.90 
27.70 
29.50 
31.30 
33.10 
34.90 
36.70 
38.50 
40.30 
42.10 
43.90 
45.70 
54.70 
63.70 
72.70 
81.70 
90.70 
99.70 

144.70 
189.70 

16.60 
18.40 
20.20 
22.00 
25.09 
26.64 
29.73 
31.34 
32.82 
34.36 
35.91 
39.00 
42.73 
47.11 
51.49 
55.87 
60.25 
64.63 
69.01 
73.39 
77.77 
82.15 
86.53 

108.43 
130.33 
152.23 
174.13 
196.03 
217.93 
327.43 
436.93 

33.87% 
48.39% 
42.25% 
37.50% 
40.96% 
42.43% 
45.00% 
46.1 7% 
47.15% 
48. I Ooh 
48.98% 
50.56% 
54.26% 
59.69% 
64.50% 
68.79% 
72.64% 
76.10% 
79.25% 
82.11% 
84.73% 
87.13% 
89.34% 
98.23% 

104.60% 
109.39% 
1 13.13% 
1 1 6.1 3% 
118.59% 
126.28% 
130.33Yo 

15.70 
17.25 
18.80 
20.35 
23.35 
24.85 
27.85 
29.42 
30.85 
32.35 
33.85 
36.85 
40.39 
44.47 
48.55 
52.63 
56.71 
60.79 
64.87 
68.95 
73.03 
77.11 
81.19 

101.59 
121.99 
142.39 
162.79 
183.19 
203.59 
305.59 
407.59 

26.61% 
39.11% 
32.39% 
27.19% 
31.18% 
32.89% 
35.85% 
37.21% 
38.34% 
39.44% 
40.46% 
42.28% 
45.8l0h 
50.75% 
55.11% 
59.00% 
62.49% 
65.64% 
68.49% 
71.09% 
73.47% 
75.65% 
77.66% 
85.72% 
91.51% 
95.86% 
99.25% 

101.97% 
104.20% 
11 1.19% 
114.86% 
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EXECUTIVE SUMMARY 
LAG0 DEL OR0 WATER COMPANY 

DOCKET NO. W-01944A-13-0215 

The surrebuttal testimony of Staff witness John A. Cassidy addresses the following issues: 

Capital Structure - Staff continues to recommend that the Commission adopt a capital structure 
for Lago Del Or0 Water Company (“Company”) for this proceeding consisting of 29.0 percent 
debt and 71 .O percent equity. 

Cost of Euuie - Staff recommends that the Commission adopt a 9.7 percent return on equity 
(“ROE”) for the Company, which is an increase from the 9.3 percent ROE Staff recommended in 
its direct testimony. Staffs estimated ROE for the Company is based on the 9.1 percent average 
of its discounted cash flow method (“DCF”) cost of equity methodology estimates for the sample 
companies of 8.7 percent for the constant-growth DCF model and 9.5 percent for the multi-stage 
DCF model. Stail‘s recommended ROE includes an upward economic assessment adjustment of 
60 basis points (0.6 percent). 

Cost of Debt - Staff continues to recommend that the Commission adopt a 4.6 percent cost of 
debt for the Company. 

Overall Rate of Return - Staff recommends that the Commission adopt an 8.2 percent overall 
rate of return. In direct testimony, Staff had recommended an overall rate of return of 7.9 
percent. 

Mr. Bourassa’s Testimony - The Commission should reject the Company’s proposed 10.5 
percent ROE for the following reasons: 

Mr. Bourassa’s primary Future Growth DCF estimates rely exclusively on analysts’ forecasts of 
earnings per share growth. Effectively, Mr. Bourassa’s overall DCF estimate is weighted 75 
percent by his Future Growth DCF estimates. Mr. Bourassa’s proposed ROE has been inflated 
by an implicit upward adjustment for financial risk and small company risk premium. 
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I. 

Q* 
A. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

INTRODUCTION 

Please state your name, occupation, and business address. 

My name is John A. Cassidy. I am a Public Utilities Analyst employed by the Arizona 

Corporation Commission (“Commission”) in the Utilities Division (“SW). My business 

address is 1200 West Washington Street, Phoenix, Arizona 85007. 

Are you the same John A. Cassidy who filed direct testimony in this case? 

Yes, I am. . 

What is the purpose of your surrebuttal testimony in this rate proceeding? 

The purpose of my surrebuttal testimony is to update Stafl‘s cost of capital 

recommendations and to respond to the cost of capital rebuttal testimony of Lago Del Or0 

Water Company (“LDO” or “Company”) witness, Thomas J. Bourassa (“Mr. Bourassa’s 

Rebuttal”). 

Please explain how Staff’s surrebuttal testimony is organized. 

Staff‘s surrebuttal testimony is presented in three sections. Section I is this introduction. 

Section IT presents S t a f f s  comments on the rebuttal testimony of the Company’s cost of 

capital Witness, Mr. Bourassa. Lastly, Section III presents Staffs recommendations. 
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11. 

Q. 

A. 

Q* 

A. 

STAFF RESPONSE TO COMPANY’S COST OF CAPITAL WITNESS MR. 

THOMAS J. BOURASSA 

Please summarize the capital structure, cost of debt, cost of equity, and overall rate 

of return proposed in Mr. Bourassa’s rebuttal. 

In his rebuttal testimony, Mr. Bourassa has adopted Staffs recommended 29.0 percent 

debt / 71.0 percent equity capital structure, and Staffs recommended 4.6 percent cost of 

debt. Mr. Bourassa continues to recommend a 10.5 percent cost of equity for the 

Company. Mr. Bourassa’s cost of capital recommendations result in an overall rate of 

return (“ROR”) for LDO of 8.79 percent. 

Mr. Cassidy, in his rebuttal testimony Mr. Bourassa suggests that your direct 

testimony criticized him for relying exclusively on analysts’ forecasts of earnings 

per share (“EPS”) growth in the discounted cash flow (“DCF”) model.’ Do you 

consider this to be a proper characterization of your criticism of his DCF 

methodology? 

No. In direct testimony, I fully acknowledge that while Mr. Bourassa’s primary 

Future Growth DCF model relies exclusively on analysts’ forecasts of EPS growth to 

estimate the dividend growth (g) component, his secondary Past and Future Growth 

DCF model does nut so rely (instead, it gives a 50 percent weighting to historical 

measures of growth and a 50 percent weight to the dividend growth rate obtained 

from his primary Future Growth DCF model)? My criticism of his exclusive reliance 

on analysts’ forecasts of EPS growth in the DCF model relates solely to his primary 

Future Growth DCF model. It is worth repeating, however, that Mr. Bourassa’s 

_ _ ~  ~ 

See Bourassa Rebuttal, p. 11, lines 3-5. 
’See Cassidy Direct, pp. 33-34, lines 22:8. 
1 
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overall DCF estimate effectively gives a 75 percent weight to analysts’ forecasts of 

EPS growth? 

Q- 

A. 

In his rebuttal testimony,” Mr. Bourassa employs a recent 3-year historical total 

return statistic for the water utility industry as “evidence” that the dividend growth 

(g) rates used in Staff’s constant growth DCF model are significantly understated. 

How does Staff respond? 

Mr. Bourassa’s assertion is without merit, as the “evidence” he provides is predicated on 

logic which erroneously assumes that realized, historical returns represent the cost of 

equity (K) in the constant growth DCF model. Specifically, Mr. Bourassa presents a 

calculation based upon a realized 1 1.9 percent 3-year historical annualized total return for 

water utility stocks, as reported by Value Line. Using the constant growth DCF equation 

(i-e., K = (DlPo) + g), he then solves for the dividend growth (g) rate by mistakenly 

assuming the 11.9 percent total return figure to be the estimated cost of equity (K), and 

substituting Staf fs  2.9 percent expected dividend yield as the value for (Dl/Po). Based 

upon this calculation, Mr. Bourassa states “[tlhis indicated return would impZy a 

[dividend] growth rate for the DCF model of 9.0 percent (emphasis added).’’5 To 

demonstrate that Staffs DCF dividend growth (g) rate is “significantly understated,” Mr. 

Bourassa then compares his implied 9.0 percent growth rate to Staffs actual 5.2 percent 

dividend growth rate. 

See Cassidy Direct, p. 34, lines 8-1 1. 
See Bourassa Rebuttal, p. 13, lines 4-13. 
See Bourassa Rebuttal, p. 13, lines 7-8; and p.13, footnote 21. 
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Q- 

A. 

Q. 
A. 

Q. 

A. 

Does Mr. Bourassa employ this same logic in his effort to justirj. his use of analysts’ 

forecasts of EPS growth as a proxy for the dividend growth (g) component in the 

constant growth DCF model? 

Yes. In doing so, he points out that even his 6.07 percent dividend growth rate derived 

from analysts’ forecasts of EPS growth used in his primary Future Growth DCF model 

“falls far short of the implied [9.0 percent] growth rate investors have realized over the 

last three years.” Mr. Bourassa concludes with the observation, “[wlhat this shows is 

that when using forecasts of earnings growth, the indicated cost of equity can vastly 

understate the cost of eq~i ty .”~ 

Do realized returns represent the cost of equity? 

No, as stated in my direct testimony, the cost of equity represents investors’ expected 

returns.’ As such, the cost of equity is prospective (i.e., forward looking) in nature, 

whereas realized returns represent historical (Le., backward looking) measures of 

performance. 

In light of the above, and given Mr. Bourassa’s discussion in this regard, does his 

rebuttal testimony provide support for a conclusion that reliance on analysts’ 

forecasts of EPS growth in the DCF model can vastly understate the cost of equity? 

No, it does not. 

6See BourassaRebuttal, p. 13, lines 12-13. 
See Cassidy Direct, p. 14, line 22. 7 
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Q- 

A. 

III. 

Q- 

A. 

Mr. Cassidy, in his rebuttal testimony Mr. Bourassa takes exception to comments 

made by Staff in direct testimony concerning the market risk premium (“MRP”) 

employed by Mr. Bourassa in his Current Market Risk Premium CAPM analysis. 

How does Staff respond? 

In direct testimony, I pointed out that due to strength in the equity markets, Value Line ’s 

3-5 year stock price appreciation estimate had fallen considerably since the filing of Mr. 

Bourassa’s direct testimony, and that as a consequence the 9.31 percent MRP utilized in 

his Current MRP CAPM model was no longer reflective of current market conditions.’ As 

evidenced by the filing of Mr. Bourassa’s rebuttal testimony, Staffs observation in this 

regard has proven correct, for as shown in TJB Rebuttal Schedule D-4.12, Mr. Bourassa 

now reports the updated MRP in his current MRP CAPM to be 5.74 percent, a figure 357 

basis points lower than that used in his direct testimony (9.31% - 5.74% = 3.57%). 

Coincidentally, this change has resulted in Mr. Bourassa’s Current MRP CAPM estimated 

cost of equity (K) falling from 10.4 percent in direct testimony (See TJB Schedule D-4-12) 

to 8.3 percent in rebuttal (See TJB Rebuttal Schedule D-4-12). 

STAFF RECOMMENDATIONS 

In updating its cost of capital analysis for the Company, did Staffs recommended 

ROE and overall ROR change from the levels recommended by Staff in direct 

testimony ? 

Yes. Staff now recommends a ROE of 9.7 percent instead of 9.3 percent. As a 

consequence of this change, Staff‘s recommended overall ROR increased from 7.9 percent 

in direct testimony to 8.2 percent in surrebuttal. 

* See Cassidy Direct, pp. 4041, lines 8:2. 
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Q- 

A. 

Q. 

A. 

Q. 
A. 

What €actors contributed to this upward change to Staff's estimated cost of equity 

for LDO? 

On January 17, 2014, Value Line issued its quarterly update for the publicly-traded water 

utility companies under its review, providing annual financial data for each of Staffs 

seven Sample companies through the year ending December 31, 2013. Utilizing this 

information, Staff updated its model in order to calculate historical measures of growth in 

dividends per share ("DPS"), EPS and Sustainable Growth over the 10-year period, 2003- 

2013. As a consequence, Staff's overall average DCF cost of equity estimate increased 

fiom 8.7 percent in direct testimony to an updated 9.1 percent in surrebuttal. The 

increases to Staff's DCF cost of equity estimates are due, in part, to a change in the 10- 

year period over which historical measures of growth are calculated and, in part, to the 

expected dividend yield (DIP(,) component in Staff's constant growth DCF model having 

risen fiorn 2.9 percent in direct testimony to 3.1 percent in surrebuttal. 

Based on Staffs review of Mr. Bourassa's rebuttal testimony, and given its updated 

cost of capital analysis, what are Staffs recommendations for the Company? 

SMrecommends the following for LDO's cost of capital: 

1. A capital structure of 29.0 percent debt and 71 -0 percent equity. 

2. A 4.6 percent cost of debt. 

3. A 9.7 percent return on equity (a figure which includes an upward 60 basis point (0.6 

percent) economic assessment adjustment). 

4. An 8.2 percent overall rate of return. 

Does this conclude your surrebuttal testimony? 

Yes, it does. 
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Lago Del Or0 Water Company Cost of Capital Calculation 
Average Capital Structure of Sample Water Utilities 

Comoany 
Common 

- Debt Equity Total 

American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Corp 
York Water 

43.3% 56.7% 100.0% 
54.2% 45.8% 100.0% 
55.2% 44.8% 100.0% 
55.3% 44.7% 100.0% 
43.1% 56.9% 100.0% 
56.2% 43.8% 100.0% 
45.0% 55.0% 100.0% 

Average Sample Water Utilities 50.3% 49.7% 100.0% 

Chaparral City - Actual Capital Structure 29.0% 71 .O% 100.0% 

Source: 
Sample Water Companies from Value Line 
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Lago Del Or0 Water Company Cost of Capital Calculation 
Growth in Earnings and Dividends 

Sample Water Utilities 

Surrebuttal Schedule JAC-5 

Company 

Dividends Dividends Earnings Earnings 
Per Share Per Share Per Share Per Share 

2003 to 201 3 Projected 2003 to 201 3 Projected 
- DPS’ DPS‘ j& - EPS’ 

American States Water 5.6% 7.1% 14.8% 
California Water 1.3% 8.9% 4.5% 
Aqua America 7.6% 10.2% 9.6% 
Connecticut Water 1.7% 3.4% 3.7% 
Middlesex Water 1.5% 1.5% 5.1% 
SJW Cop 4.1% 5.4% 2.8% 
York Water - 4.1% - 6.1% 4.8% 

3.8% 
10.2% 
6.0% 
2.9% 
3.6% 
7.5% 
8.8% 

Average Sample Water Utilities 3.7% 6.1% 6.5% 6.1% 
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Lago Del Oro Water Company Cost of Capital Calculation 
Sustainable Growth 

Sample Water Utilities 

CornDan y 

American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Corp 
York Water 

Average Sample Water Utilities 

Retention 
Growth 

2002 to 201 2 
- br 

3.8% 
2.6% 
4.0% 
2.0% 
1.3% 
3.3% 
- 2.2% 

2.7% 

Retention 
Growth 

Projected 
!E 

3.4% 
5.2% 
3.6% 
2.8% 

5.2% 

3.8% 
3.70/, 

4.0% 

Stock 
Financing 
Growth 
- vs 

1.5% 
1.6% 
1.8% 
4.0% 
2.7% 
0.1% 
4.4% 

2.3% 

Sustainable 
Growth 

2002 to 201 2 
br + vs 

5.3% 
4.2% 
5.8% 
6.0% 
4.0% 
3.5% 
- 6.6% 

5.1% 

Sustainable 
Growth 

Projected 
br + vs 

6.8% 
5.1% 
7.1 % 
7.6% 
5.5% 
3.9% 
8.2% 

6.3% 
I 

161: Value Line 
IC]: Value Line 
[D]: Value Line, MSN Money, and Form 104s filed with the Securities and kchange Commission (http:lhnww.sac.govl) 

[El: t~ l+[Dl  
19: [Cl+tDl 

http:lhnww.sac.govl
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Lago Del Or0 Water Company Cost of Capital Calculation 
Selected Financial Data of Sample Water Utilities 

ComDany 
American States Water 
California Water 
Aqua America 
Connecticut Water 
Middlesex Water 
SJW Cop 
York Water 

Average 

Symbol 
AWR 
CWT 
WTR 
CTWS 
MSEX 
SJW 

YORW 

Spot Price 
2/5/20 1 4 

27.1 5 
21.93 
23.31 
32.04 
19.51 
27.92 
19.76 

Book Value 
12.01 
11.81 
8.10 

14.10 
12.17 
15.41 
8.30 

Mkt To 
- Book 
2.3 
1.9 
2.9 
2.3 
1.6 
1.8 
- 2.4 

2.2 

Value Line 
Beta 
e 

0.65 
0.60 
0.60 
0.75 
0.75 
0.85 
0.70 

0.70 

- 

Raw 
Beta 

Qraw 
0.45 
0.37 
0.37 
0.60 
0.60 
0.75 
0.52 

0.52 
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Lago Del Or0 Water Company Cost of Capital Calculation 
Calculation of Expected Infinite Annual Growth in Dividends 

Sample Water Utilities 

Surrebuttal Schedule JAC-8 

DescriDtion 

DPS Growth - Historical’ 
DPS Growth - Projected’ 
EPS Growth - Historical’ 
EPS Growth - Projected’ 
Sustainable Growth - Historical2 
Sustainable Growth - Proiected2 

Average 

9 

3.7% 
6.1% 
6.5% 
6.1 % 
5.1 % 
6.3% 

5.6% 

1 Sfheduk JACQ 

2 Scheduk JAC-6 



Docket No. W-01944A-13-0215 

Projected Dividends2 (Stage 1 growth) 
@ I 1  

di d2 d3 d4 
0.78 0.82 0.87 0.92 
0.68 0.71 0.75 0.80 
0.60 0.63 0.67 0.71 
1.01 1.06 1.12 1.19 
0.78 0.83 0.88 0.92 
0.77 0.81 0.86 0.91 
0.58 0.61 0.65 0.68 

Lago Del Or0 Water Company Cost of Capital Calculation 
Multi-Stage DCF Estimates 

Sample Water Utilities 

Stage 2 growth' Equity Cost 
Lnal Estimate (Kr 

6.5% 9.3% 
6.5% 9.5% 
6.5% 9.0% 
6.5% 9.6% 
6.5% 10.4% 
6.5% 9.2% 
6.5% 9.4% , 

Surrebuttal Schedule JAC-9 
4 

.A 

[AI A 

Current Mkt. 

2/5/2014 
Comoan y Price (P o)l 

American States Water 27.2 
California Water 21.9 
Aqua America 23.3 
Connecticut Water 32.0 
Middlesex Water 19.5 
SJW Cop 27.9 
York Water 19.8 

where : Po = current stockprice 
0, = dividends expected during stage 1 
K = cost of equity 
n = years of non -constant growth 

0, = dividend expected in year n 
g, = constant rate of growth expected after year n 

Average 9.5% 
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SURREBUTTAL TESTIMONY 
LAG0 DEL OR0 WATER COMPANY 

DOCKET NO. W-01944A-13-0215 

RECOMMENDATIONS 

1. Staff recommends that Lago Del Or0 Water Company (“LDO” or “Company”) file with 
Docket Control, as a compliance item in this docket and within 90 days of the effective 
date of a decision in this proceeding, at least seven (7) BMPs in the form of tariffs that 
substantially conform to the templates created by Staff for Commission’s review and 
consideration. The templates created by Staff are available on the Commission’s website 
at http://www.azcc.gov/Divisions/utilities/forms.asp. LDO may request cost recovery of the 
actual costs associated with the BMPs implemented in its next general rate application. 

2. Staff recommends that any increase in rates approved by the Commission not become 
effective until ADWR has determined that LDO is in compliance with departmental 
requirements governing water providers andor community water systems. 

http://www.azcc.gov/Divisions/utilities/forms.asp


TABLE OF CONTENTS 

INTRODUCTION .......................................................................................................................... 1 

PURPOSE OF TESTIMONY ......................................................................................................... 1 

ADWR COMPLIANCE STATUS ................................................................................................. 1 

BMPs ............................................................................................................................................... 2 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Surrebuttal Testimony of Michael S. Thompson, P.E. 
Docket No. W-01944A-13-02 15 
Page 1 

LNTRODUCTION 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Please state your name and business address. 

My name is Michael Thompson. My business address is 1200 West Washington Street, 

Phoenix, Arizona 85007. 

By whom and in what position are you employed? 

I am employed by the Arizona Corporation Commission (“Commission” or “ACC”) as a 

Utilities Engineer - WaterNastewater in the Utilities Division. 

Did you submit Direct Testimony on behalf of the Utilities Division in this case? 

Yes. 

PURPOSE OF TESTIMONY 

Q. 

A. 

What is the purpose of your Surrebuttal Testimony? 

To respond to the Rebuttal Testimony filed by Ray L. Jones on behalf of LDO. My 

testimony addresses LDO’s compliance status with ADWR, and LDO’s position on Best 

Management Practices (“BMPs”). 

ADWR COMPLIANCE STATUS 

Q. 

A. 

Does ADWR consider LDO to be in compliance with respect to LDO’s Water 

System Plan? 

Yes. Prior to my direct testimony, LDO had not submitted its Water System Plan to 

ADWR for approval. Therefore, ADWR considered LDO to be non-compliant with 

departmental requirements governing water providers andor community water systems at 

that time. Staff recommended that any increase in rates approved by the Commission not 
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Q. 
A. 

Q. 
A. 

become effective until ADWR has determined tha LDO is in compliance with 

departmental requirements governing water providers andor community water systems. 

Since my direct testimony, LDO has submitted its Water System Plan to ADWR and 

ADWR currently considers LDO to be in compliance with respect to its Water System 

Plan. 

Is LDO currently in compliance with ADWR with regards to its Well Permits? 

No. Since my direct testimony, a recent ADWR Water Provider Compliance Report, 

dated January 14, 2014, indicates that LDO is now non-compliant with departmental 

requirements governing water providers andor community water systems for a different 

reason. LDO’s well No. 55-573651 (LDO Well No. 19) has not been permitted as a 

service well by ADWR.. 

Does Staff have a recommendation regarding LDO’s current Compliance Status? 

Yes. Because of the recent non-compliance regarding LDO Well No. 19, Staff continues 

to recommend that any increase in rates approved by the Commission not become 

effective until ADWR has determined that LDO is in compliance with departmental 

requirements governing water providers andor community water systems. 

BMPS 

Q. 

A. 

What is LDO’s position on BiVlPs? 

Mr. Jones stated that LDO does not agree with Staffs recommendation because it is 

excessive and duplicative, taking LDO beyond what is required by the Arizona 

Department of Water Resources’ (“ADWR”). Mr. Jones also stated the Company is 

already enrolled with ADWR’s Modified Non-Per Capita Conservation Program 
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Q. 
A. 

(“Modified NPCCP”) that require LDO t implement th Publi Edu atia program 

(“PEP”) and one additional BMP. Staff recommends that LDO file at least seven BMPs 

in the form of tariffs that substantially conform to the templates created by Staff for 

Commission review and approval. 

First, could you provide a brief background of the BMPs? 

Yes. In 2008, ADWR added a new regulatory program for the ADWR Third 

Management Plan for Active Management Areas (“AMAS”). The new program, called 

Modified NPCCP, addresses large municipal water providers (cities, towns and private 

water companies serving more than 250 acre-feet per year) and was developed in 

conjunction with stakeholders fiom all AMAs. Participation in the program is required 

for all large municipal water providers in AMAs that do not have a Designation of 

Assured Water Supply and that are not regulated as a large untreated water provider or an 

institutional provider. 

The Modified NPCCP is a performance-based program that requires participating 

providers to implement water conservation measures that result in water use efficiency in 

their service areas. A water provider regulated under the program must implement a 

required PEP and choose one or more additional BMPs based on its size, as defined by its 

total number of water service connections. The provider must select the additional BMPs 

from the list included in the Modified NPCCP Program. The BMPs are a mix of 

technical, policy, and information conservation efforts. 
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Although the implementation of the Modified NPCCP is required of large municipal 

water providers within an AMA, the Staff has recommended adoption of the BMPs for 

implementation by Commission-regulated water companies. 

Q. 

A. 

Q- 

A. 

Could you also provide a background on how Staff decided on the number of BMPs 

it is recommending in this case? 

Yes. In April of 2011, Staff had in-house discussions regarding the implementation of 

BMPs. Based on the knowledge of ADWR’s requirements to implement the Modified 

NPCCP (a PEP and one or more additional BMPs based on the customer base size) and 

the understanding of some Commissioners’ desire for additional BMPs above a water 

company’s ADWR requirements, it was decided by the Utilities Director to recommend 

the number of BMPs based on the size of a water utility as follows: 

Class A - 10 BMF’s 

Class B - 7 BMPs 

Class C - 5 BMPs 

ClassDd~E-3BMPs 

With the adoption of this guideline, Staff was primarily looking for consistency when 

recommending the number of BMPs to be implemented for a water utility. 

Do you agree that filing the BMPs with the Commission is duplication of State 

regulatory oversight? 

No, I do not. Basically, the difference between the ADWR and ACC filing is the ACC 

requires the BMPs to be filed in tariff form. The ACC requires the BMPs be filed in 

tariff form for implementation, notification of water company/customer requirements, 
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and notification of steps for service termination, if needed. The ADWR filing does not 

address these issues. Having ACC approved BMP tariffs gives water companies more 

tools to prevent water loss, at a little to no extra cost to the Company. BMPs also assist 

customers in using water more efficiently and not wasting it, thereby preventing 

excessively high bills. 

Q. 

A. 

Q- 

A. 

Are you aware of another State regulation under the terms of which the 

Commission requires water utilities to file a tariff with the ACC for 

implementation? 

Yes, the Backflow Prevention Tariff. The backflow prevention program falls under the 

Arizona Department of Environment Quality (“ADEQ) regulation and, if a water utility 

is to implement this ADEQ requirement, the water utility must file this Baclcflow 

Prevention Tariff for implementation, notification of water company/customer 

requirements, and notification of steps for service termination, if needed. 

Based on the Company’s Rebuttal Testimony, has Staff‘s recommendation 

regarding the BMPs changed? 

No. Staff still recommends that the Company file with Docket Control, as a compliance 

item in this docket, within 90 days of the effective date of a decision in this proceeding, 

at least seven BMPs in the form of tariffs that substantially conform to the templates 

created by Staff for Commission review and approval. These BMP templates are 

available on the Commission’s website. The Company may submit the two approved 

ADWR BMPs as part of the seven and may request recovery of the actual costs 

associated with the implemented BMPs in its next general rate application. 
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). 

L. Yes, it does. 

Does this conclude your Surrebuttal Testimony? 
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Monthly Usage Charge Present 

Meter Size (All Classes): 
518 x 3 4  Inch 
314 Inch 
1 Inch 
1 112 Inch 
2 Inch 
3 Inch 
4 Inch 
5 Inch 
6 Inch 
8 Inch 
Golf Course Irrigation 
Construction Hydrant 

12.4C 
12.4( 
18.Ot 
28 oc 
40.0( 
62.01 
84.0C 

106.0C 
128.0( 
15O.Ot 

N l  

Gallons in Minimum 2,ooc 
Commodity Charge - Per 1,000 Gallons All Classes 

518" x 3/4" Meter 
All classes over Minimum 

First 4,000 gallons 
4,001 to 10,000 gallons 
Over 10,000 gallons 

Commercial, Irrigation (except golf course irrigation) 
First 10,000 gallons 
Over 10,000 gallons 

314" Meter 
All classes over Minimum 

Residential: 

First 4,000 gallons 
4,001 to 10,000 gallons 
Over 10,000 gallons 

Commercial, Irrigation (except golf course irrigation) 
First 10,000 gallons 
Over 10,000 gallons 

1" Meter 
All classes over Minimum 

All Classes except golf course irrigation, hydrant 
First 17,000 gallons 
Over 17,000 gallons 

1 112" Meter 
All classes over Minimum 

All Classes except golf course irrigation, hydrant 
First 34,000 gallons 
Over 34,000 gallons 

All classes over Minimum 

All Classes except golf course irrigation, hydrant 
First 54,000 gallons 
Over 54,000 gallons 

3" Meter 
All classes over Minimum 

All Classes except golf course irrigation, hydrant 
First 107.000 gallons 
Over 107,000 gallons 

4" Meter 
All classes over Minimum 

All Classes except golf course irrigation, hydrant 
First 167.000 gallons 
Over 167,000 gallons 

All classes over Minimum 

All Classes except golf course irrigation. hydrant 
First 334,000 gallons 

1.8( 

NIP 
NIP 
NIP 

1.8C 

NIP 
NIP 
NIP 

NIA 
NIP 

1.8C 

NIA 
NIA 

1.8C 

NIP 
NIA 

1.80 

NIA 
NIA 

1 .so 

NIA 
N/A 

1 .so 

NIA 
NIA 

1.80 

NIA 

Rate Design 

c o  
Proposed Rates 

14.8C 
14.8C 
24.67 
49.3: 
78.9: 

157.87 
246.67 

Remove 
493.3: 
789.32 
200.0c 

N l  

NIP 

1.8C 
3.0s 
4.x 

NIA 

1.8C 
3.05 
4.3e 

3.05 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3.09 
4.38 

NIA 

3 09 
4.38 

NIA 

3.09 

REVISED 
Surrebuttal Schedule MJR-W15 

Page 1 of 2 

Staff 
Recommended Rates ' 

14.15 
14.15 
23.59 
47.16 
75.46 

150.94 
235.84 

NT 
471.66 
754.66 
200.00 

NT 

NIA 

1.55 
3.06 
4.08 

NIA 

1.55 
3.06 
4.08 

3.06 
4.08 

NIA 

3.06 
4.08 

NIA 

3.06 
4.08 

NIA 

3.06 
4.08 

NIA 

3.06 
4.08 

NIA 

3.06 
4.08 

NIA 

3.06 
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'2% of monthly minimum for a comparable size 
meter connection. but no less than $10.00 per 
month. The service charge for fire sprinklers is 
only applicable for service lines separate and 
distinct for the primary water service line. 

Other Service Charges: 

Rate Design 

I 

Over 334,000 gallons NIA 

* Per Commission Rule A.A.C. R-14-2403(8) 
Per Commission Rule A.A.C. R-14-2403(8) - Per Commission Rule A.A.C. R-14-2403(D) - Months off the system times 

(a) No charge for service calls during normal working hours. 

8" Meter 
All classes over Minimum 

All Classes except golf course irrigation. hydrant 
First 534,000 gallons 
Over 534.000 gallons 

the monthly minimum. 

Golf Course lrriaation 
All Gallons 

- 

Service and Meter Installation Charges 
Total Present 

Charge 

HvdranKonstruction 
All Gallons 

Proposed 
Service Line 

Monthly Service Charge for Fire Sprinkler 
UD to 8" 

Recommended 
deter Insallation 

1 .80 

N/A 
N/A 

Total 
Recommended 

0.37 

$ 155.00 
$ 205.00 
$ 265.00 

475.00 

$ 995.00 
1,840.00 

$ 1,620.00 
2,495.00 

$ 2,570.00 
3,545.00 

4925 
6.820.00 

ICE" 

NIT 

$ 
$ 
$ 

$ 

$ 

$ 

$ 

NT 

Establishment 
Establishment (After Hours) 
Reconnection (Delinquent) 
Meter Rereadof Correct) 
Meter Test (If Correct) 
Deposit 
Deposit Interest 
Reestablishment (within 12 months) 
NSF Check 
Late Payment Penalty 
Deferred Payment 
Moving Meter at Customer Request 
Service Calls - Per Hour 
After Hours Service Charge 

$ 25.00 
$ 30.00 
$ 25.00 
$ 15.00 
$ 30.00 

I 

ff ... 
$ 10.00 

N n  
1.5% per month 

NIT 
NIT 
N/T 

$ 25.00 
NIT 
$ 25.00 
$ 15.00 
$ 30.00 

I ... 
I 

$ 10.00 
1.5% per montl 
1.5% per montl 

N/T 
N n  

$ 30.00 

518 x 3/4-inch 
314-inch 

I-inch 
l-lR-inch 

2-inch 
2-inch Turbine 

2-inch Compound 
3-inch 

3-inch Turbine 
3-inch Compound 

4-inch 
4-inch Turbine 

4-inch Compound 
5-inch 
6-inch 

6-inch Turbine 
6-inch Compound 

8-inch 
8-inch or Larger 

250.00 
275.00 
300.00 
450.00 
625.00 

800.00 

975.00 

1,150.00 
1,325.00 

1,500.00 

4.32 

N I P  

3.05 
4.3f 

0.85 

4.3  

NT 

$ 385.00 
$ 415.00 
$ 465.00 

520.00 

$ 800.00 
800.00 

$ 1,015.00 
1,135.00 

$ 1,430.00 
1,610.00 

21% 
2.270.00 

ICE' 

Proposed 
Meter 

$ 135.00 
$ 205.00 
$ 265.00 

475.00 

995.00 
1,840.00 

$ 1,620.00 
2,495.00 

$ 2,570.00 
3,545.00 

$ 4.925.00 
6.820.00 

ICE' 

Total Proposed 
Charge 

520.00 
620.00 
730.00 
995.00 

1.795.00 
2,640.00 

2.635.00 
3,630.00 

4,000.00 
5,155.00 

7,075.00 
9,090.00 

ICE' 

REVISED 
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4.08 

NIA 

3.06 
4.08 

0.85 

4.08 

Per Rule* 

$ 25.00 
N/T 
$ 25.00 
$ 15.00 

30.00 $ 
** 
f l  ... 

$ 10.00 
1.5% per montt 
1.5% per montt 

NIT 
NIT 

30.00 

iecommended 
Service Line 

6 415.00 
6 415.00 
6 465.00 

520.00 

6 800.00 
800.00 

6 1,015.00 
1,135.00 

6 1,430.00 
1,610.00 

6 2.150.00 
2,270.00 

ICE' 

570.00 
620.00 
730.00 
995.00 

1,795.00 
2,640.00 

2,635.00 
3,630.00 

4,000.00 
5.155.00 

7,075.00 
9,090.00 

ICE* , 

*ICE Indicates Individual Case Basis Cost 



Lago Del Oro Water Company 
Docket No. W-01944A-13-0215 
Test Year Ended December 31,2012 

Typical Bill Analysis 
General Service 5/8 x 3/4-lnch Meter 

REVISED Surrebuttal Schedule MJR-WIG 

Present Proposed Dollar Percent 
Increase Increase Company Proposed Gallons Rates Rates 

Average Usage 7,024 $ 21.44 $ 31.34 $ 9.90 46.17% 

Median Usage 5,500 18.70 26.64 $ 7.94 42.43% 

Staff Recommended 

Average Usage 7,024 $ 21.44 $ 29.60 $ 8.16 38.06% 

Median Usage 5,500 18.70 24.94 $ 6.24 33.37% 

Present & Proposed Rates (Without Taxes) 
General Service 5/8 x 3/4-lnch Meter 

Gallons Present 
Company Staff 
Proposed YO Recommended YO 

Consumption Rates Rates Increase Rates Increase 
$ 12.40 $ 14.80 19.35% $ 14.15 14.11% 

1,000 
2,000 
3,000 
4,000 
5,000 
5,500 
6,500 
7,024 
7,500 
8,000 
8,500 
9,500 

10,500 
11,500 
12,500 
13,500 
14,500 
15,500 
16,500 
17,500 
18,500 
19,500 
20,500 
25,500 
30,500 
35,500 
40,500 
45,500 
50,500 
75,500 

100,500 

12.40 
12.40 
14.20 
16.00 
17.80 
18.70 
20.50 
21.44 
22.30 
23.20 
24.10 
25.90 
27.70 
29.50 
31.30 
33.10 
34.90 
36.70 
38.50 
40.30 
42.10 
43.90 
45.70 
54.70 
63.70 
72.70 
81.70 
90.70 
99.70 

144.70 
189.70 

16.60 
18.40 
20.20 
22.00 
25.09 
26.64 
29.73 
31.34 
32.82 
34.36 
35.91 
39.00 
42.73 
47.1 1 
51.49 
55.87 
60.25 
64.63 
69.01 
73.39 
77.77 
82.15 
86.53 

108.43 
130.33 
152.23 
174.13 
196.03 
217.93 
327.43 
436.93 

33.87% 
48.39% 
42.25% 
37.50% 
40.96% 
42.43% 
45.00% 
46.17% 
47.15% 
48.10% 
48.98% 
50.56% 
54.26% 
59.69% 
64.50% 
68.79% 
72.64% 
76.10% 
79.25% 
82.11% 
84.73% 
87.13% 
89.34% 
98.23% 

104.60% 
109.39% 
113.13% 
116.13% 
118.59% 
126.28% 
130.33% 

15.70 
17.25 
18.80 
20.35 
23.41 
24.94 
28.00 
29.60 
31.06 
32.59 
34.12 
37.18 
40.75 
44.83 
48.91 
52.99 
57.07 
61.15 
65.23 
69.31 
73.39 
77.47 
81.55 

101.95 
122.35 
142.75 
163.15 
183.55 
203.95 
305.95 
407.95 

26.61% 
39.1 1 Yo 
32.39% 
27.19% 
31.52% 
33.37% 
36.59% 
38.06% 
39.28% 
40.47% 
41.58% 
43.55% 
47.11% 
51.97% 
56.26% 
60.09% 
63.52% 
66.62% 
69.43% 
71.99% 
74.32% 
76.47% 
78.45% 
86.38% 
92.07% 
96.35% 
99.69% 

102.37% 
104.56% 
11 1.44% 
115.05% 
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